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BEFORE THE ARIZONA CORPORATION COMMISSION

Arizona Corporation Commission

DOCKETED
2 CARL J. KUNASEK

Chairman
3 Juli IRvnv

Commissioner
4 WILLIAM A. MUNDELL

Commissioner

Nov 03 zoom

6 IN THE MATTER OF THE ARIZONA
CORPORATION COMMISSION'S OWN

7 MOTION TO ESTABLISH THE COMMISSION
WATER TASK FORCE

)

DOC1Q=T NO. W-00000C-98-0153

DECISION no. L, Q993

ORDER

9 Open Meeting
October 24 and 25, 2000

10 Phoenix, Arizona

11 BY THE COMMISSION:

12 FINDINGS OF FACT

13 On April 24, 1998, in Decision No. 60829, the Arizona Corporation Commission

14 (Commission) established the Commission Water Task Force (Task Force). The Task Force consists

15 of representatives of regulatory agencies, the water providers, and water consumers. On September Hz,

16 1998, the Task Force held its first meeting. The Task Force meetings were all noticed Open Meetings.

2. On October 28, 1999, the Task Force completed its Report for the Commission

1.

17

18 (Report). The Report contains recommendations to the Commission on several issues facing

19 Arizona's water industry. On many issues, the Task Force achieved consensus. On other issues, the

20 Report contains different recommendations from the various Task Force members

21 3. On January 5, 2000, the Task Force Report was docketed and distributed to every

22 Arizona water company regulated by the Commission, A deadline of March 15, 2000, was ser for

23 comments on the Report to be filed. Only two water companies and the Central Arizona Project

24 (CAP) submitted comments. Arizona Water Company generally supports the Staff's proposals, but

25 does express some reservations. Lakewood Water Company, a small water company in Amado,

26 indicates that it is currently struggling with the financial requirements ro fund necessary capital

27 improvements. The capital costs to make improvements would double the rates for the company's

28 customers, many of whom are low-income, The company expresses interest in the possibility of

EXHIBIT
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I consolidation with other water utilities. The CAP generally supports Staff"s proposals, but it dl

2 express some reservations.

3 The Task Force was divided into three subcommittees: the Regulatory Reform

4 Subcommittee, the Conservation Subcommittee, and the Water Supply Subcommittee. The Regulatory

5 Reform Subcommittee achieved consensus on five goals:
a

a

6
• Reduce the number of small, non-viable water systems throughnewrules and procedures.

7

8

9

• Strengthen the financial capacity of the water utility industry.

• Provide greater emphasis on simplifying, shortening, and reducing the cost of the
raternaking process.

10

• Improve consumer education.

12 Increase interagency coordination.

13

The Conservation Subcommittee focused on developing policies the Commission coal..

15 use to encourage water conservation. The Water Supply Subcommittee focused on issues relevant to

14

16 renewable and surface water supply, such as the Central Arizona Project.

17 Regulatory Reform Subcommittee

6; On Pages 3 through 25 of the18 Report, the Regulatory Reform Subcomrrdttee's

I

I

19 recommendations and discussions are summarized.

20 On Pages 4 through 7 of the Report, Staffs proposal on placing more stringent

21 requirements on approval of CC&Ns for new water companies is discussed.

8. Commission Staff recommended the following Commission policy changes concerning22

23 the establishment of new water companies:

24
a.

I

The application for a new CC&N must show that an existing water company cannot
or will not serve the area being applied for. This showing must be made by submitting
sem'ce rejection letters from all the "A" size water companies in the state (there are 3)
and at least five of the "B" size companies (there are 20). The five B size companies
contacted should include the B size companies that are geographically closest to Rh
applicant. The application must also be accompanied by service rejection letters

26

25

27

28

7.

5.

4.

Decision No. £ 9 2 9 9 3
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I I

2

from all the existing water companies within five miles of the area being requested. In
addition, the rejection letters must be accompanied by the corresponding request for
service that was made to each of the existing water companies by the applicant.

3

4

5

b. The rates should be set such that the company should at least break even no later than
its third year of operation. The calculations would be based on the company's
reasonable estimates of customer growth. The company should also be required to
come in for a rate case three years after serving its first permanent customer.

6

7

8

9

c. Because Staff believes that Ir is not in the public interest, no new CC&N would be
issued to any company that was affiliated with any other company or person that was
not in total or substantial compliance with Commission and ADEQ requirements. This
restriction should apply to CC&N extensions and transfers as well.

d. Staff recommends establishing a ser of standard service charges for new CC&Ns.
10

e. Staff' will work with the ADWR ro establish tiered rate structures fornew CC&Ns.
11

12

Staff recommends that the Commission endorse Staffs recommendations. Further,

14 Staff revues_ts that the Corrunission order Staff to_develop (through meetings with m_embers of the

15 industry_ RUCO. and other interested parties) a detailed statement of policy on water CC8cNs by

16 June 30. 2001. The detailed statement of policy should conform to the general principals of Staffs

17 recommendation contained in the Report and the above discussion. Staff members who are

i8 responsible for processing new water CC&N requests should be responsible for conducting these!

19 meetings and developing the detailed statement of policy.

20 10. On Pages 8 through ll of the Report, several proposals for providing incentives for

21 consolidation in the water industry are discussed. Staff recommends that an acquisition adjustment

22 or a rate of return premium (but not both) be allowed under certain conditions, These conditions are:

23

13 9.

• The acquisition is in the public interest,

24
• Theacquisition will not negatively affect the viability of the acquirer,

25

The acquired system's customers will receive improved service in a reasonable timeframe,

27 ¢ The purchase price is fair and reasonable (even though that price may be more than the
original cost less depreciation book value) and conducted through an arms' length
negotiation;

i

26

28

Decision No. Lp 29 Cl 3
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accounting orders. Staff recommends that the Commission endorse Staff's recommendation. Further,

Staff requests that the Commission order Staff to develop. through meetings with members of the

» |Indus . RUCO and other interested Darkies. a detailed statement of lice on acquisition adjustments

13.

efforts to encourage the Legislature to adopt these incentives.

The establ ishment of a fund simi lar to the Universal Service Fund used for

telecommunications firms, is another option for improving the financial capacity of small water

companies. A fund that all water companies pay into and that financially strapped companies could

draw out of for inli'astructure investments could be established. For fairness purposes municipal water

Decision No. C Q  2 9
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• The recovery period for the acquisition adjustment should be for a specific mxmmum ti
(e.g., twenty years), and

The acquired company is a class D or E

Staff does not recommend allowing for acquisition adjustments unless all of the above

6 conditions are mer. Staff believes that the burden should be on the comoanv ro prove that an

12

13

14 and rate of return premiums by June 30. 2001. The detailed statement of policy should conform to Rh

15 general principals of Staflf's recommendation contained above and in theReport. Staff members who

15 are responsible for recommending approval or denial of acquisition adjustment requests should be

17 responsible for conducting these meetings and developing the detailed statement of policy.

18 Tax '

19 breaks or credits could be provided to companies that choose to acquire small and/or financially non-

20 viable water companies. The Staff requests the Commission adopt recommendations to the Legislature

12. Other incentives for consolidation could be provided by the State Legislature.

21 regarding incentives for consolidation and direct the Commission's Le~ ~'slative Liaison to initiate

22

23

24

i

E

i

I

25

26

28

27
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15.

mechanisms for private water companies and direct the Commission's Legislative Liaison to initiate

efforts to encourage the Legislature to adopt these tax alternatives. Staff also recommends that the

accounting and Rates (A&R) section of the Utilities Division sponsor, for any interested party, a

erninar on the ratemaking implications of property taxes, focusing on the problems the industry

outlines in the Report.

On Pages 14 and 15 of the Report, the Future Test Year issue is discussed. Staff

believes that there is no need to change the present method used by the Commission. At present, the

ominission employs an historical test year but does allow for pro forma additions for mown and

measurable costs. It is Staffs opinion that this is a very good combination of both historical and future

est years. Presently, this is done on a case-by-case bats. Staff believes that this method could be

unproved, therefore, Staff recommends that the Commission order Staff to develop a Dolicv with

pectic requirements for expense changes. revenue changes. and plaNt additions that occur after the

est year. Such items would include, but are not limited to:

a. Method of matching new expenses with new revenues.

b. Revenue neutral plant, i.e., plant to serve existing, not future, customers.

c. Revenue neutral plant will be installed within a specific timeframe, preferably one year.

d. Revenue neutral plant is necessary to provide proper and adequate service to existing

customers.

16. On Pages 15 and 16 of the Report, Staff's recommended Generic Hook-up Fee policy

s outlined. Both the industry and RUCO support Staffs recommendation in principal. Staff believes

hat implementing this recommendation will require a rulemaidng proceeding. Staff Rea tests that the

Decision No. 9
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I
I 1 companies would need to be included as contributors/beneficiaries of the fund. This would require
r

l

2 legislation as well as changes to the Commission mies. Staff proposes this fund as an approach the

4

3 Commission may want to consider in the future.

Issues involving property taxes are discussed on Pages 12 and 13 of the Report.  The14.

5 Staff requests the Commission adopt recommendations ro the Legislature reeardinz alterative taxation
|
s
\

6

7

8

9

10 I

11.

12 I

13 l

14 1

15 1

16

17 I
1

18 1

19

20

21

22

23

24

I

E
I

E
I
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26

25
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I Commission order a rule making proceeding be opened to implement a Generic Hook-up Fee Dolif

along the lines oflStaffls proposal2

On Pages 16 through 19 of the Report. proposals for plant replacement fund

4 mechanisms are discussed. Staff recommends that the Commission adopt a policy similar to the

Pennsylvania Public Utilities Commission's Distribution Service investment Charge (DSIC). _ s

requests that the Commission order a rule maine proceeding be opened to implement rules for a DSIC

17.

or similar pro2Tam in Arizona

18. On Pages 19 and 20 of the Report, problems associated with past high depreciation

9 rates are discussed. The industry offered proposals on how to rectify these problems, however, Staff*

10 and RUCO found those approaches to be inappropriate. Staff believes that its proposed Rate ofRetum

5

6

7

II policy (discussed below) will solve the problems associated with past excessive depreciation rates. All

12 parties agreed that the Commission should no longer approve excessive depreciation rates for small

13 water companies

19. On Pages 20 and 21 of the Report the pass-through mechanism approved by (ht

15 legislature in SB 1252 (now A.R.S. §40~370) is discussed. The industry representatives on the Task

15 Force felt that the Commission's policy on A.R.S. §40-370 needed to be clarified because, at the time

17 the Report was written, only one company had applied for authority to adjust rates under the provisions

18 of this mechanism. Since then the Commission has approved two such applications (they both have

19 been appealed). The two approved applications were for Arizona Water Company's Monitoring

20 Assistance Program (Decision No. 62141) and Rio Verde Utilities, lnc.'s CAP cost increase (Decision

21 No. 62037). Those two decisions indicate that the Commission's policy on A.R.S. § 40-370

22 applications is to support appropriate pass-throughs, which should mitigate the industries concerns

23 20. On Pages 21 and 22 of the Report, Staffs proposed Rate ofRetum policy is outlined

24 Staff believes that implementing this policy will solve the problems associated with high depreciation

25 rates and lead to other improvements. This policy would make filing rate cases much less burdensome

25 for small water companies. Staffs proposed policy allows companies that are tiling rate applications

27 to choose between 1) a generic rate of return (for C, D, and E companies only), 2) setting rates based

28 on an operating margin basis (i.e., no rate of return consideration), or 3) an individual rate of return

14

Decision No £ 0 9 9 9 3
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22.

policy. Staff is aware that the recent Coup of Appeals Opinion may impact the Commission's ability

o implement Staffs proposed rare ofretum policy. Staff believes that the issues raised by the Court

Appeals Opinion are best dealt with during the Rulemaking proceedings.

21. On Pages 22 and 23 of the Report, the electronic Sling of annual Reports, rate cases,

d other filings with the Commission is discussed. Stafani the industry, and RUCO all agreed that

flowing for electronic filing would be beneficial. Staff has already initiated the first steps of this

recess by making the Short Rate Case Form available on the Commission's web site. Staff is

committed to malting all of its forms available electronically. In order to institute full electronic filing,

e Hearing Division will need to be involved. Staff is committed to working with the Hearing

division to develop a process that will allow for full electronic filing.

During the Task Force's discussions of electronic filing, the industry also expressed

onces about the volume and extent of the Commission's filing requirements. Staff acknowledges

at certain tiling requirements may be out-dated. Staff is currently reviewing all forms and filing _,

requirements. However, such a review is a major undertaking and may take some time to complete.

23. On Page 23 of the Report, Stat'f's Main Extension Agreement (MXA) proposal is

unlined. Staff's proposal is to have standard MXA provisions included in each water companies

riffs, instead of the current process of approving MXAs on an individual case basis. Both the

industry and RUCO supported Staff on this issue. Staff requests that the Commission order a rule

along proceeding be opened to implement Stat"t"s proposed MXA policy.

24. On Pages 23 and 24 of the Report. several suggestions concerning consumer education

e discussed. Staff is currently working on educational programs for all industries the Commission

emulates. Implementing any educational program may require additional funds from the Legislature.

Raff is also evaluating the expansion of its well-regarded Small Water Assistance Team (SWAT)

Decision No. L' Cl 'I
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I (i.e.. traditional rate making). In addit ion ro the recommendations in the Report,  Staff  is

2 recommending that the choice of the generic rate ofretum be limited ro C, D, and E companies. Also,

3 Staff recommends that the generic rate of return should be a minimum rate ofretum, thus, points can

4 be added to it to account for special expenses such as WEFA loan payments. Staff requests that the

5 Commission order a rule making nroceedinz be opened to imnlernent Staffs DroDosed Rate ofRetum
a
\
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i
i
l

I program (which deals with educating water company owners/operators) to include education for watt

; 2 consumers.

3
l

|
r

On Pages 24 and 25 of the Report, Staffs Phased Rate Increase policy is discussed.

4 Staff believes that in certain limited circumstances it is appropriate to phase rate increases in over

5 t ime. Staff will develop well-defined guidelines for when and how phased rate increases are
I
I l

6 appropriate.
I

7 26. On Page 25 of the Report, Staff's recommendation on rates tied to conditions is

8 discussed. Staff recommends that all rate increases be conditioned on the company providing

9 acceptable quality service, water quality, and other relevant conditions. Staff has already implemented

10 this policy informally by including specific conditions in recent Recommended Urders. Staff will

11 develop a standard set of conditions that could apply to all water companies. One impediment to this

12 policy being successful is the Commission's lack of enforcement resources. Currently, the Utilities

13 division has one compliance officer to handle all of the utilities the Commission regulates.

Conservation Subcommittee

On Pages 26 through 29 of  the Repor t ,  the

16 recommendations and discussions are described. On Pages 26 through 28, a perceived problem with

14

15 27. Conservation Subcommittee's

1'7 the Commission's conservation policy is discussed. The industry and consumer members of the Task

18 Force 8 well as the ADWR representatives believed that the Commission would not allow companies

19 to include the costs of conservation programs in rates unless the conservation program was mandated

20 by the ADWR. If this were true, it would discourage companies firm engaging in conservation

21 programs. However, Staff does not believe that this is true. No member of the Task Force could site

|

22 any examples of instances where Staff has recommended denial of conservation program costs or

23 where the Commission approved an order that included the denial of conservation programs and their

24 reasonable costs. Staff supports and Sflcol.1l'a9.€s conservation.' Staff believes that recovery of any

25 reasonable costs for conservation Dromams should be allowed.
I

l

26 28. On Pages 28 and 29, Staffs proposal to institute three tiered rates is discussed. Tiered

27 rates are the Commission's only direct means of encouraging conservation. Both the industry and

28 RUCO opposed Staff's proposal. The industry claimed chat it is sure ro result in companies

Decision No. 9 2 - 3
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1 undereaming, while RUCO claimed the policy is sure ro result in companies overeating. Staff

2

3

4

believes that as with any rate design there is a possibility of either over or undereaming. However

with rates designed as proposed by Staff in the Task Force's Report there is almost no chance of

undereaming while there is a good possibility ofovereaming lit properly designed though, the tiered

5 rates would result in the non-conserving customers paying extra for large uses of water and reward

5 those customers that used very little water. If customers conserved such that all were falling within

7 the middle tier, the company should earn its allowed rate ofretum. If the customers continued to'use

g water in the third tier, the water company would probably overeat. The use of the overeamings could

9 be restricted by the Commission in such a manner as ro benefit the customers. Staff realizes that this

10 is a new and different way of looking at rate design combined with conservation, but Staff also realizes

11 that new ways have to be considered to save what many consider to be this State's most precious

12 resource. Staff recommends that the Commissionorder Staff to consider tiered ratedesigns for all

13 water company rate cases and that the tiers be designed to encourage conservation. Staff recognizes

14 that tiered rates may not be appropriate in all cues and that the decision to use or not use tiered rates

15 must be made on a case-bv-case basis. However. the appropriateness of tiered rates should be

16 considered in every case. Further, Staff requests that the Commission order Staff to develop a detailed

17 statement of policy on tiered rates by June 30. 2001 .

18 Water Supply

19 29. On Pages 30 through 33 of the Report, the Water Supply Subcommittee's

20 recommendations and discussions are summarized. The main focus of this subcommittee was the

I

21 recovery of Central Arizona Project (CAP) water allocation costs (CAP costs). All members of the

22 Subcommittee agreed that the Corxunission could somehow approve the recovery of CAP costs in a

23 proceeding outside of a rate case. However, the Commission's Legal division has concluded that

24 considering CAP costs outside of a rate case would nut counter to the recent Court of Appeals opinion

25 on fair value. There was disagreement among the Subcommittee members about what the

26 Commission should require before it allows for CAP cost recovery. In the Report, Staff recommended

27 that the Commission allow for CAP cost recovery once the company has submitted a plan that

28 indicates how they will begin to actually use their CAP allocations within five years. Staff chose a
i

Decision No. ( 1  2 9 0 1 3



allowing, cost recovery. Staff believes that the time rerluurement placed on companies avow 'no for

CAP cost recovery should be decided on a case by case basis. Also. ro ensure that current customers

do not pay an unfair amount relative to future customers. a portion of the CAP cost should be

cost recovery by June 30, 2001. The detailed statement of policy should conform to the recovery

methodologies used in the Vail Rate Case, Decision No. 62450.

Conclusions

32. In conclusion, Staff recommends several changes in and clarifications of Commission

policy, several changes to the Commission's rules, and that the Commission pursue several Legislative

changes. These recommendations are summarized as follows:

Policy Changes

•

•

•

•

•

•

•

CC&Ns (new, transfers, and extensions)

Acquisition Adjustments and Rate of Return Premiums
Seminar on ratemaking implications of property taxes

Electronic Filing and review of filing requirements

Phased Rate Increase

Rates tied to Conditions
Tiered Rate Structure

@2993Decision No.
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I

2

Eve-year time horizon because Staff wished ro limit the extent to which current customers are char_r

for CAP allocations which will only be used to serve future customers.

Since the Report was written, Staff has modified its position. Staff believes that the

4 Commission should be more flexible with the time horizon it allows for CAP water to ea unused while

3 30.

5

6

7

8 recovered through some type of hook-up fee. The amount of the recovery that is recovered through

9 a hook-up fee should be determined by the company's total demand for water relative to its CAP

10 allocation. For example, if a company's total demand is 200,000 gallons per year and its CAP

11 allocation is 1,000,000 gallons per year, then the company should recovery 20 percent of its CAP cost

12 from current customers and the remaining 80 percent from hook-up fees. The methodology used for

13 CAP cost recovery in the Vail Water Company Rate Case (Decision No. 62450) is an example of the

14 general policy that Staff advocates.

15 31. Staff requests that the Commission order Staff to develop, through meetings with

16 members of the industry. RUCO_ and other interested parties. a detailed statement of nolicv onCAP

17

18

19

20

2 l

22

23

24

25

26

27

28

I
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•

CAP cost recovery
Pro forma adjustments

Rulemaking

Generic Hook Up Fee

4 Rate of Return

Main Extension Agreements
• Plant Replacement Fund

Legislative Changes

•

• Incentives for consolidation, e.g. tax breaks
Replace property taxes with a percentage of revenue tax

33. Staff recommends that the Commission endorse the above policy and Legislative

changes. Also, Staff recommends that the Commission open a Rulemaking proceeding in order to

implement the above changes to the Commission rules

CONCLUSIONS OF LAW

1. The Commission as the regulatory body with the longest history and the primary

responsibility over private water companies should take the lead in seeking a coordinated solution to

the problems of small water companies

2. The Commission arranged for the formation of the Task Force for meetings between

representatives of regulatory agencies, the water providers, and water consumers in order to address

these issues

3. The Task Force has issued a report that summarizes the views of its members

Decision No LE 1 9
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l
IBY ORDER OF THE ARIZONA CORPORATION COMMISSION

. / .r -7 4 4, ,_ _/K ~v = / 4
COMMISSIONER COMMISSIONER

I

[N WITNESS WHEREQF, I, BRIAN C. McNEIL,
Executive Secretary of the Arizona Corporation
Commission, have hereunto, ser my hand and caused the
official seal of this Cornrnissi%1 to beafH7=dAr the Capitol,
in the City of Phoenix, this »or day <>fA num Aw 2000.

C~ /
Executive/Secreta.

/WM
r

1 ORDER

2 THEREFORE, IT IS ORDERED that the Commission approve Staffs recommendations in

3 the above Findings of Fact.

4 IT [S FURTHER ORDERED that this decision shall become effective immediately.

5

6

.7

8  C H

9

10

13

14

15

16

17 DISSENT:

18 DRS:MJR:lhh

19

20

21

22

23

24

z5

26

27

28

r
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BEFORE THE ARIZONA CORPORATION COMMISSION
Arizona CorporatIon Commussl0n

COMMISSIONERS

JEFF HATCH-MILLER, Chainman

DOCKET no. W-01445A-04-0650IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY. AN ARIZONA
CORPORATION, FOR ADIUSTMENTS TO ITS
RATES AND .CHARGES FOR UTILITY SERVICE
FURNISHED BY ITS WESTERN GROUP AND
FOR CERTAIN RELATED APPROVALS

DECISION no. 68302

OPINION AND ORDER

DATES OF HEARING October 15, 10 and 16,
2005 (Pre-Hearing Conferences), .June 17, 20, 21,22, 23

2004 (Oral Argument), June

PLACE OF HEARING Phoenix. Arizona

ADMINISTRATIVE LAW JUDGE Teena Wolfe

Kristen K. Mayes, CommisSioner

Norman D. JaMeS and Jay L.Shapiro, FENNEMORE
CRAIG, and Robert W. Geake, Vice President and
General Counsel, on behalf of Arizona Water Company

Marvin so Cohen, SACKS TIERNEY, 011
Pivotal Group, Inc

behalf of

Joan S. Burke aNd Danielle D. Jar itch, OSBORN
MALEDON, on behalf of the City of Casa Grande

Daniel Pozefsky, on behalf .of the Residentia1 Uti1ity
Consumer Office: and

Timothy J. Sabo. and Diane M. Targovnik, Attorneys,
Legal Division, on behalf of the'Utilities Division of the
Arizona Corporation Commission

BY THE COMMISSION

INTRODUCTION

On September 1 8,f 2004, .Arizona Wafer Company. ("Arizona .Water," 1'Company

App1icant'T) filed thé above-captiolied..application with the Arizona -Corporation.Co1nmisson

("Commission") requesting a rate increase for the Company's Western Group systems.
Arizona

S:\TWolfe\AWC650\AWCO&O.doc



DOCKET no. W-01445A-04-0650

Water operateS total pf 18 water systems located 'meight Arizoiia counties serving apprbakimzitely

72,000. customems. The rate application tiled in this docket.. iNvolves only the .Company'S Western

3 Group, which served 20,266 customersat Decsrnbd 31, 2003, the end of the test year. *PursilaNt to

DecisiOnNo. 58120 (December 23, 1992), the Cqmlié-Ilj's Wésterri Group includesfive ofA1-izona

Water's .sysleulns: .Casa Grande, Coolidge, White Tank, Ajo.Heights, and Staniieldq At theend of tHe

test year, the Casa Grande system served 14,981 customers; Coolidge, 3,049 customers, White Tank

1,337 customers, Ago Heights, 681. customers, and. Stanfield, .218 customers. The Company recently

received rate increases for. its Easter Group systems in DeCision No. 66849 (March 19, 2004)

10 ("Easter Group Decision"), and for its Northern Group systems in Decision No. 64282 (December

11 28, 2001) ("Northern Group Decision")

12 The current rates and charges for the .Western Group systems, authorized in Decision No

58120,wme based on a test year ended December 31, 1990, and became effective on January 1

1990..The service charges Were later Modified iN Decision no. 60512 (December 3,l997).. The

Company's purchased power adjustor MwhMsms*were changed in Decision No. 58293 (May 19

1993). and Decision No. 62755 (Ju1y 25, 2000). The Company fs Monitoring Assistance Program

18 ("MAP") surchargewas established in Decision No. 62141 (December 14, 1999)

ProCedural Historv

Following the Company's fi1ing of the application on September.8, 2004, on September 24

2004, the Commission'sUtilities Division Staff ("Staff') filed a MOtion to Require Supplemental

Sufficiency Information, or in the Alternative, to Suspend the Rate Case Timeclock. The Motion

requested that the Company be required to submit an-inverted tier rate design as a condition of

25 sufficiency under the rate case time-clock rule, or in the alternative, that the rate case time-clock be

26 extended until such time that the Company Filed an inveljbd block rate design. The Motion requested

27 Old Argument aNd expedited confide;°aiion.' .On October 1, 2004,.Arizona.water filed a Response
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opposing Staffs Motion. On October 8, 2004, Staff filed a Reply to the Company's Response. Also

on October 8, 2004, Staff tiled a letter informing the Company that its application had not met the

3 sufficiency requirements outlined in A.A.C. R14-2-103 because it did not contain the inverted tier

4 rate design requested by Staff

5 ("RUCO") f i led a Notice of Lodging RUCO's Response to the Motion pending a ruling on its

6 intervention request.

1 On October 15, 2004, Oral Argument was held on Staffs Motion as scheduled. RUCO was

9 granted intervention during the proceeding. After consideration of Staffs Motion, Arizona Water's

10 Response, StamPs Reply, RUCO's Response, and the arguments of Staff; RUCO and Arizona Water

l l on the issues raised in the Motion, the Motion was denied on the grounds that the Company had

12 already provided its proposed rate design in its application. The Company was ordered to timely

On October 12, 2004, the Residential Utility Consumer Office

-

respond to any data requests posed by the parties. The panties were also informed that the Company
13

14

15

16 prior to the headingon the application.

was free to submit an alternative rate design in its rebuttal testimony for consideration and review

17 On October 18, 2004, Staff filed a letter notifying Arizona Water that its application met the

18 sufficiency requirements set forth in A.A.C. R14-2-103, and classifying Arizona Water as a Class A

19 utility. On November 18, 2004, a Rate Case Procedural Order was issued setting a hearing date and

20 setting procedural deadlines for public notice, intervention, discovery, and for retiling direct,

21 rebuttal, surrebuttal and rejoinder testimony.

3 On March 2, 2005, Arizona Water filed a Certificate of Notice certifying that the Company

24 caused a copy of the form of public notice as required by the November 18, 2004 Procedural Order to

25 be published in the Coolidge Examiner and Casa Grande Dispatch on January 26, 2005, and that the

26 Company mailed a copy of the form of public notice to each of its customers beginning with the first

27 billing cycle in February, 2005, with the mailing completed on February 28, 2005. Public comment

28

-
-
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letters 'M opposition to Ihé Company's proposed rate i;xcrease'were filed On January 21, February. 11

February 28, March 3, June 15, and July 29, 2005

Intervention Was gra1tled.1o RUCO on October 15,. 2004, to Pivotd.Gtoup, Inc. -("Pivotal") .oh

February-15, 2005, and to-the City of Cana Gfandé (".Casa Gl'8!1d€" 9p"city")'on April 1, 2005

OnMay 19, 2005,Staff filed a Notice of Settlement Negotiation indicating that Staff would

be entering into settlement negotiations withthe.Company limited to the subject of how to deal with

the Company's past, present and future bosts wsociated with its Central Arizona Project ("CAP")

water allocations. No settlement agreement was filed

A hearing was held commencing on June 17, 2005 and continuing on June 20, June 21, June

11 22, June 23, and June 24, 2005. Onluhe 16, 2005, the date noticed to the public and Arizona

12 Water's Western Group customers as the date the hearing Would commence, the record was opened

for the purpose of taking comment from members of the public. No members of the public appeared

14
to provide comment on the application, either On June 16, 20050r on any subsequent days of the

hearing

The Company, Casa Grande, RUCO and Staff appeared and presented evidence at the

18 hearing; Pivotal also appeared Ag the hearing; Arizona Water, Casa.Grande, RUCO and Staff tiled

19 closing briefs on August 1, 2005, and reply briefs on Aupst22, 2005. Following the filing of

20 closing briefs, the matter was taken under advisement Pending the submission of a Recommended

Opinion and Order to the Commission

Rate Application

The applications .based on a.test year ended December 31, 2003. The Company is requesting

an increase in revenues; for the Western Group of $1,464,966, or 13.72 percent, over tests year

26 adjusted revenues of $10,675,355, for a tota1~revenue requirement of $12,140,321. RUCO is

27 recommending an increase in revenues of $1105229, or 1.10 p perCent, over test year adjusted revenues
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of $10,003,254, for a total revenue requi1'ement of '$10,113,483. Staff is recommending a revenue

increase of $74,152, or ..07 percent over test year adjusted revenues of $10,675,355; for a ~to¢aI

3 revenue requirement of $10,749,507. Based on adjustments to.the1Company's filing as set fonh

herein, we authorize an increase in revenues of $160,510, an increase of L50 percent over test year

adjusted reveNues of $10,675,355, for a total revenue requirement 0f$10,835,865

Deferred CAP M&I Capital Charges

Background

Arizona Water has four subcontracts with the Central Arizona Water Conservation District

11 ("CAWCD") for delivery of CAP water for municipal and industrial ("M&I") use (Garfield Rb.
at 6)

Three of the Company's CAWCD subcontracts are for delivery of its CAP allocations for the

Company's Western Group systems of Casa Grande, 8,884 acre-feet, Coolidge, 2,000 acre-feet; and

White Tank, 968 acre-feet, on an annual basis (id.).1 Under the subcontracts, the Company is

required to. make two different types of payments for water delivery services: first, whether Arizona

Water actually takes delivery of CAP water or not, it must pay, in equal semi-amuual installments. a

18 CAP M&I capital charge. based on each system's total allotment multiplied by an amount per acre

19 foot established by the CAWCD; and second, Arizona Water rnust Pay, based .on actual CAP

deliveries arid estimated expenses for the upcoming Year, an annual CAP. operation, maintenance. and

replacement ("OM&R") .expense payment in equal monthly installments (Garfield Rb. at 6-7). The

purpose of the CAP M&I.capitai1 charge is to repay the CAP constriction costs to the UNited States

(id. at 7)§ Arizona Water asserts that by making annuad.CAP M841 payments and thereby retaining

the right to use CAP water, which alternative, renewable water source, that it has acted

Deferred CAP M&I capital charges associated with Arizona Water's CAWCD subcontract for delivery of its used and
useful CAP allocation for its Apache Junction system are currently being recovered on an amortized basis per the recent
Easter courses as
non~potable water

Group Decision. A portion of the Company's Apache Junction CAP .allocation is provided to golf

is
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consistent with StateWater policy, in addition to enSuriiig the availability. ofwaterfpr its,.custoMers

one long-term basis (Garfield Rb. at 8)

CAP 5water is surfaqé water land therefore requires treatrirent .for potable Use in compliance

4 with the United States -Environmenfélfrotecdon. Agency ("BPA") and Arizona Deanment of

Environmental Quality ("ADEQ") surface water treatment requirements

Current Usage of CAP Allocations

Duong the test year, the Company delivered 2,279 acre feet. of Arizona Water's. CAP

allocation for the Casa Grande system to commercial and industrial customers for non-potablefuses

10 under the Company's non-potable tariff (Hubbard Rb; at 15, 16). In return for the Company's

11 .commitment fro deliver up to 2,000 acre4feet of untreated CAP water annually to the Desert Basin

12 power plant, Arizona Water's Casa Grande System is reimbursed annually for a portion of its deferred

CAP M&I capital charges (Garfield Rj. at 9, Hubbard Rj. at 5). In the absence of a contract requiring

a customer to commit to a portion of Arizona Water's CAP allocation, non-potablewater customers

are not liable for deferred CAP M&I charges, and the CAP allocation remains available to other

customers (Hubbard Rj. at 5). The Company proposes that the $142396 portion of the Casa Grande

18 .system deferred CAP M&I charges related to the delivery of a total of 279 are~feet of CAP water tO
I
|

1
l

19 two golf courses during the test .year be placed in rate base, amortized Over 10 years (Hearing Exh.A

28, Tr. at 802).' RUCO does not oppose the Company's requested treatment of the portion of the

1

I
CAP allocation that customers are receiving and paying for (RUCO Br. at 9), and no party alleges

that this portion of the Company's 'Casa Grande system CAP a1Iocation was not used and useful

duringthe test year. We agree withthe Company that serving untreated CAP waterto customers who

do not require potable Water to meet.theirwater needs is a valid use of its CAP allocation, andthat

26 the 279 acre fest .of the C0mpwy's CAP allocation delivered to the two CaSa Grande system golf

27

The total amount of the deferred CAP M&I capital charges for the Casa Grande system at Dece1:nber31, 2003 Was
$3,525,803 (Hubbard Rj. Sched. SLH-R14 at 8, line 15)
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1 course commercial and industrial customers as non-potable water during the test year was used and

useful. Therefore $142,896 in the associated Casa Grande system CAP M&I capital charges will be

3 accorded rate base treatment in this proceeding, on an amortized basis consistent with the

4 amortization period for the CAP Hook-Up Fee discussed below.

3. Planned CAP Treatment Facilities

a. Casa Grande and Coolidge

Arizona Water states that it has made financial commitments toward design and construction
I

5

6

7

8

9 of a CAP water treatment plant with an initial capacity of 10 million gallons per day ("god") that will

10 treat both its Casa Grande and Coolidge CAP allocations (Whitehead Rb. at 3), which the Company

11 projects will all be needed to offset growing demand for water in the Casa Grande and Coolidge area

12 (Garfield Rb. at ll). The Company's witness testified that the planned treatment plant will also have

13 the potential to treat CAP water supplies for other water providers holding CAP allocations, such as

14 the City of Eloy and the City of Florence, and that water treated at the planned plant has the potential

12 of ultimately serving Casa Grande, Coolidge, Arizona City, Tierra Grande, Stanfield, and other areas

17 within Arizona Water's certif icated areas (Whitehead Rb. at 5).

18 approximately 68 acres of land southeast of Coolidge about one-half mile west of the CAP canal, and

19 has submitted an application to the Arizona State Land Depanrnent for right-of-way access to cross

20 state land from the CAP canal to the planned regional CAP plant site (Whitehead Rb. at 4). The

21 Company plans to construct a 48-inch pipeline to deliver water Hom the CAP canal to the planned

3 treatment facility, and has completed the initial design of the booster pump station necessary to pump

24 water from the canal and pressurize the pipeline (id.). The Company plans to submit the plans for the

25 CAP treatment plant to the CAWCD later this year for review and comment (Whitehead Rb. at 4).

26 Arizona Water's witness testified that the Company plans to bid the treatment plant design in 2007;

27 award a design contract in 2008; bid for the construction of the first phase commencing in 2009;

28

The Company has purchased
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coMhience cqristructien iii 2009; and. complete do project in 2012 (Whitehead Rel at 9~1.1)

W hi t e  ark

Arizona Water hasbeen worldng with AriZona-AmericaN Water CoMpany's Agua Fria

4 Division on an agreement would provide for thétreatment .of ArizOna W8té1"s White Tank CAP

allocation at a regional watertredtment plant.-planned.to. b¢ completed .in 2008 (Hubbard Rel. at ~16)

located along the Beardsley Canal (Garfield Rb.at l3). Arizona Water's witness stated that upon

completion of the planned treatment plant, 'its entire White Tank allocation will be used to serve its

customers (id.)

Application's Request Regarding Deferred CAP M&I Charges

The Company's calculation of adjusted test year net operating income in its application

includes CAP M&I charges reflected as a pro firMa adjustment to purchased water expense, and the

amortization of deferred CAP M & I capital charges reflected as a pro forma adjustment to test year

depreciation and amortization expense (I-Iubbard Rb. at 15). The application also requests

authorization to.amortize the deferred CAP M&I capital charges accumulated as of the end of the test

17 year over a ten-year period, as follows; $3,525,803 -for the Casa Grande system, which is net of

18 $989,314 from non-potable test year sales; $1,046,011 for the Coolidge system; and $506,268 for the

19 White Tank system, for a combined balance of $5,078,082 (id. at 15-16)

No other party agreedwith A1izona.Water's application position to place deferred CAP M&I

charges for .CAP water that is not currently being used in rate base

Alternative Deferred CAPM&I Charges Recovery Proposals

On May .19, 2005,. Staff. filed a Notice of Settlement Negotiation indicating that Staff woiild

be entering intel Settlement negotiations with the Company limited td the subject of how to deal with

26 the Company's past, present and future. costs .associated with its CAP water allotments. No

27 settlement agreement was iiledprior .to thehéarring. -HoWever, both the Cémpahy and Sfaffprpposed

T
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alternatives to Arizona Water's request as set forth in its application. In rejoinder testimony filed on

June. 10, 2005, the Company proposed a hook-up fee to recover the deferred CAP M&I charges

3 (Hubbard Rj. at 4" 6, Exhibit SLH-RJ5). The rejoinder testimony proposed .recovery of the deferred

charges over a 10-year period by means of hook-upfees collected from new customers for a period of

ten years in the amount of $289 for both'the Casa Grande aNd Coolidge systems, and in the amount of

$674 for the White Tank system (id.).. Under Arizona Water's "rejoinder proposal," the hook-up fees

would be collected on new lots in each system, and would be treated as non-operating revenue used

both to pay ongoing CAP M&I charges and also to reduce the balance of deferred CAP M&I charges

10 which for accounting purposes would be treated as allowance for funds used during construction

11 ("AFUDC") (Tr. at 821-822). The Company's rejoinder proposal also shows ongoing M&I charges

to theDesell Basin power plant contract, discussed above, as being applied to reduce Lhe .M&I

charges balance (id.)

Prior to the hearing, Staff filed its proposal for an alterative hook-up fee to recover y

deferred CAP M&I charges over a 20 year period, with hook»up fees of $220 for the Casa Grande

18

system, $150 for the Coolidge. system, and $500 for the White Tank system (Oleo Suppl. Scheds

SMO-1, SMO-2 and SM0-3).3 At the hearing, Staff presented more detailed schedules showing its

19 recommended hook-up fee recovery methodology. Sta$sproposed methodology uses the Same

projections the. Company useéi in its' rejoinder proposal' for customer growth, annual CAP 1M&I

ongoing charges, AFUDC estimates based on the 2004 M&I rate, and ongoing M&I charges paid

under the Desert Basin power plant contract., but with a 20 year amortizatiOn period (Hrg. Exp.. S-33)

Stay's proposal also includes a set of "Conditions for Approval of CAPHook¢Up Fee," and proposes

25 requirements for 3 CAP Water.Use Plan, the filing and Commission approval of which .is one of

26 Staffs recommended conditions for the collection of the CAP .Hook-Up Fee (Olga Suppl, Sched

27
These hook-up fee amounts are proposed for meter sizes 1-inch and smaller.. Larger hook-up fees are .proposed for

larger meter sizes (Oleo Suppl. Scheds. SMO-1, SMO42 and SMO-3)
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SMO44 and AttachMent A)

Casa Grande opposes Arizona Wat€1°'s recovery of deferred CAP M&I capital charges until

3 Arizona Water Prepares a wafer resource master plan ("WiMp") while giving Casa Grande.the

opportunity to participate in all .stagesof the Process., including.-decisidns relating tb what the

WRMP will include (City Reply Br. at 30)

6 Staffs . Proposed Conditions for * Approval of CAP Hook-Up Fee and
Proposed Requirements for a CAP Water Use Plan

Staff states that the Company's plans to use its Casa Grande, Coolidge and White Tank CAP

to begin to recover its prudently incurred CAP M&I capital charges, both deferred and ongoing

allocations sufficiently demonstrate a commitment to use lm CAP allocations to allow the Company

under the terms of Staflf 's proposed CAP Hook-Up Fee tariffs, but subject to Staffs proposed

conditions (Olga Suppl. at 5-6). The conditions Staff proposes are reproduced here

Schedule SMO-4

CONDITIONS FOR APPROVAL OF CAP HOOK-UP FEE

1) Arizona Water Company ("AWC") must submit by December 31, 2006, or
six months prior to submission of its next rate case application, whichever
comes first, a detai led Central  Ar izona Project ;  W ater Use Plan
( " C M ") for its Western Group water systems

2) AWC mustmake best faith efforts to include the cities of Casa Grande and
Coolidge in the development of the CAPWUP

3) The CAPWUP must address all the issues outlined in Attachment A

4) The CAPWUP must be approved by Staff prior to AWC'S next rate case
application being declared sufficient under A.A.C; R14-2-103

5) The CAPWUP shall be approved, disapproved, or modified in AWC's next
rate case by the Commission. If the CAPWUP is disapproved, the CAP
Hook-up Fee shall be terminated and AWC shall refund all CAP Hook-up
Fee monies collected to that point along with six percent (6%) interest. The
refund method shall be determined by the CommissiOn

6). The approval by Staff 0rfthe Commission of the CAPWUP shall mean only
that the. CAPWUP has issues outlined inadequately addressed all the
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Attachment A. CAPWUP approval by Staff or the Commission shall not be
interpreted as .a used and useful determination nor . as pre-approval of
reimbursement of any future .expenditures in completing the Plan

7) In AWC's next rate case the Commission shall reevaluate this CAP Hook
up Fee to determine if it should be continued, eliminated or modified based
on the CAPWUP and any other evidence that may be introduced by parties
to that case

8) If in AWC's next rate case the Commission orders contiNuation of the CAP
Hook-up Fee or any other recovery mechanism designed to recover CAP
deferrals, the Commission Staff shall audit the CAP deferral accounts. of
AWC's systems holding CAP allocations and shall make any necessary
adjustments, true-ups, and re-calculations to determine the proper values to
can'y forward

9) Staff will utilize AWC's annual cost of debt to determine the rate for
allowance of funds used during construction ("AFUDC") included in the
CAP deferrals

Attachment A

CENTRAL ARIZONA PROJECT WATER USE PLAN ("CAPWUP")

The plan should address the following

1) Existing water supplies and demand patterns for the
information as required on the Water Use Data Sheet)

last two years (such

2) Future water supplies and demand patterns demonsUating how and when
CAP water willbe used through the year 2025. All future water sources that
the Companv plans to use* other than CAP should be discussed. All
assumptions used to make projections should be clearly explained

3) All major infrastructure components required to use CAP Water through the
year 2025 should be listed and described in as much detail aS possible
These would include sueh items as, but not be limited to, treatment plants
transmission mains, storage tanks, pumping stations, etc

4) Projected capital and Operation and Maintenance costs for all fuhxre water
supplies (including CAP water) through the year 2025 should be listed in as
much detail as possible. All assumptions used to make these projections
should be Clearly explained

5) How CAP walter will be used to address the arsenic issue (init wiil be)

Staff added the underlined language at the hearing
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C:iSa.Grande's PropoSed Conditions for.Approvailof CAP Hook-.Up Fee
and Proposed Requirements for a Water ResOurce -Master. Plan

Casa Grande proposes that Arizona Water's recovery of CAP M&I capital charges blinked

to Arizona* Water's willingness to work with Casa"Grande ipdesigning.ahd preparing 8 Water WRMP

(City Br. at 5)L The City opposes' Arizona Wate11'.s"re¢overy .of CAP.M&I capital charges until a

WRMP is prepared, and it expects "real-time" input into preparation of the WRMP (City Rep1yBr.at

7 2). 'Casa Grande asserts that the detail in-its WRMP is necessary to implement the CAP Water.Use

8 Ptah proposedby Staff (id.), and that "[r]ea1 time input by the City during the design and preparation

9 of the WRMP (or the CAPWUP) can ocCurwithoutjnterference with the Compa.ny's business

10
decisions." (City Reply Br. at 7). Casa Grande submitted as an Exhibit at the hearing a draft outline

of the plan (Hrg. Exh. CCG-7), which is reproduced here

DRAFT OUTLINE
CASA GRANDE WATERRESOURCE MASTER PLAN

Existing water supplies and demand patterns
A. Current water supplies

1. Number of wells, location, annual volume of production over
past five years

2. Condition of wells, maximum annual production potential
required capital improvements schedule

3. Water quality profile and issues, i.e. arsenic
B, Cunentwater demands

l..Annual sales by customer type and bY meter sizeover past five

2. Seasonality and peak use, monthly demand patterns over past
five years, peak day use
Losses and unaccounted for water3.

II Future demands and net requirements
A.. Demographic/economic Projections

1. Population and employment growth trends, 1990 through 2005
2. Published or available projections, developer plans
3. Selection of high and low scenarios through at least 2025

B. Water demand prob actions
l. Selection of water demand forecasting approach, i.e. gallons per

capita per day
2 High and low water, demand projection scenarios through at least
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1
CL Net Water Requirements-Comparison Of water demand projWtions

.with available maximum supplies from existing wells, identificatioN of
future unmet needs over time .2

111

4

6

Additional GrouNdwater Resources .
A. What is potential for acquiring groundwater rights, developing new

wells . .
B. Increased production volume potential over time .
C. Infrastructure requirements
DQ Capital, operating costs schedule
E. .Constraints and opportunities1

;

!
r 7

I v
I
I 8 J

9

CAP Water . .
A. Available water volumes, schedule of availability
B. Infrastructure requirements by component, location
C. Capital, operating costs schedules

D; Constraints and opportunities10

11 V

12

13

Non-potable water (effluent)
A. Available water volumes, schedule of availability
B. Infrastructure requirements, location
C. Capital, operating costs schedules
D. Constraints and opportunities

14
VI

15

16

Other alternative resources-i.e. water purchases or transfers, etc.
A. Available water volumes, schedule of availability .
B. Infrastructu.re requirements, location
C. Capital, operating costs schedules
D..Constraints and opportunities17

18 VII

r 19

20

Arsenic treatment
' A. Current plan
B. Infrastructure requirements, location
C; Capital, operating costs schedules
D. Constraints and opportunities-potential integration with other water

supply alternatives, i.e. blending, combined treatment, etc.2 I

22 VIII

23

24

25

26

Recommended Water master plan . .
A. Alternative supply scenarios or combination of resourceS considered
B. Descriptionof selected future supply plan

1. Volume of new water available over time
2. Infrastructure needs and location

C, Justification of future supply plan.
D, Schedule for permitting, implementation
E. Capital cost requirements schedule through 2025
F. Operating cost requirements through 2025 »

27

28

I

1

I

3

5
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Discussion

The'Companyis.large1y.in agreement with the CAP .Hook-Up Fee mechanism propbkedby

Staff .for recove;'y of.the*Company's"deferred M&I capital~ charges; and with some exceptions

4 discussed f.hrthe.rbelow, agrees with.the.related conditions and the CAB Water Use Plan requirements

proposed by Staff

Arizona Water is opposed to having recovery of its.deferred CAP M&I capital chargestied to

Casa Grande's Proposed WRMP(Co. Br. at 6-13). The Company asser1s.that the City's request is

extraordinary and unprecedented in that fit asks the Commission to force die Company to cede control

I
I
I

10 Of fundamental management decisions to a municipality that in the past has tried to condemn its

11 water system and has threatened to do so again (Co. Br; at 6). Arizona Water believes that granting

12 the City's request would violate its :ight as a public utility to determine the type and extent of service

to the. public in the exercise of  i ts managerial functions within the l imits of  adequacy and

reasonableness (id., citing Southern Pay; in Co. v. Ariz. Corp. Comm 'n, 98 Ariz.339, 343, 404 P.2d

692, 694-95). The Company points out that the City's witness presented no testimony Or evidence

I
I

I that Arizona Water has not adequately planned for water resources or that it has been unable to meet

18 water demands by new customers (Co. Br. at 9). The Company attached an affidavit bf William M

19 Garfield to its Reply Brief as Exhibit B. The Company prepared the affidavit to respond to a copy of

a July 21, 2005 newspaper article that the City attached as Exhibit!  to its Closing Brief. In a

footnote, the City "asks the Commission to take judicial notice of the news article," claiming that it is

directly relevant to the need for water resource planning by Arizona Water Company" (City Br. at 8

fn. 2); The Company arguesthat the statements appearing in the article are not subject to judicial

notice (Co. Reply Br. at 9-10),.but in a footnote of its own, explains that it has attached the affidavit

26 from Mr.. Garfield "containing a detailed discussion of the events referenced the article and

27 explaining why the City's reliance onlhe article is misplaced" (Co. Br. at 10, 51. 8)

3
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1 Arizona Water also points out that pursuant to new legislation passed earlier this year, the

2 Casa Grande system must submit a water plan to the Arizona Director of the Department of Water

3 Resources ("ADWR") by January l, 2007 for review and approval that must generally "evaluate the

4 water supply needs in the service area and propose a strategy to meet identified needs" A.R.S. § 45-

5 33l(H). Arizona Water attached a copy of the new legislation as Exhibit A to its Reply Brief

6

7
Arizona Water believes that this new statutory requirement, combined with the CAP Water Use Plan

recommended by Staff; should eliminate any concerns that the City may have regarding water
8

9 resources planning (Reply Br. at 8).

10

11 at 10) and believes that Staffs conditions for approval of its proposed CAP Hook-Up Fees provide

12 adequate safeguards to ensure that the objectives are met (RUCO Reply Br. at 3-4). RUCO's support

RUCO supports the proposal made by Staff to address the CAP issue in this case (RUCO Br.

of Staff's proposal is contingent upon inclusion of Staffs fifth proposed condition, which provides
13

14

15

disap roved (id. at 4). RUCO asserts that this condition cannot harm the Com an if it intends to act16 P P Y

17 in good faith and present a reasonable CAP Water Use Plan (la'.).

for a refund of all collected CAP Hook-Up Fees if the Company's CAP Water Use Plan is

9. Conclusion

It is not appropriate to put Arizona Water's deferred or ongoing CAP M&I charges for CAP

water that is not currently being used in rate base, as proposed in the Company's application.

amortization of the deferred CAP M&I charges requested in the application will therefore not be

We do not believe that it is necessary or reasonable to adopt Casa Grande's recommendation

18

19

20 The

21

22
23 adopted.

24

25 to make any CAP M&I capital expense recovery contingent upon Arizona Water's submission of

26 Casa Grande's proposed WRMP ( see City Reply Br. at 30). Staff"s witness testified that the WRMP

27 proposed by Casa Grande goes into more detail than Staff would need to determine whether the

28
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CompaNy .can begin recovéring~ its deferred CAP costs (see . Tr, at 1201-1203). We therefore disagree

with Casa Gra;1de's assertion that development of its'wRMP isnecessary to implem"ent.the CAP

3 Water Use Plan prbpQsed.by Staff .While we would not <jiscourage Arizona Water frcim engagirigih

a planning process simi1ar.to that outlined in Casar Glande's 8:53 WRMP, we agree with Staff that

through the planniNg the Company's witnesses. described- in rebuttal. testimony, thecQnipany.has

demonstrated a concrete enough commitment to Using its C8 a11ocations to allow commencement of

recovery .of its deferred CAP M&I capital charges at this point iN time through the methodology

recommended by Staff; subject to the strict conditions supported by both Staff and RUCO, which

10 include development of a CMWater Use Plan as outlined above

11 Neither do we bel ieve that i t  is necessary or.  reasonable to adopt Casa Grande's

12 recommendation to require that Casa Grande be allowed to participate in Arizona Water's decisions

relating to what the WRMP (or the CAP Water Use PlaN) will include (see City Reply Br. at 30)

Staffs witness testified that by its proposed second condition for recovery of a CAP Hook-Up Fee

which requires AWC to make best faith efforts t.o include the cities of Casa Grande and.Coo1idge in

the development of the CAP Water Use Plan, Staff intends for Arizona Water to keep the cities

18 informed and make sure the cities are involved so that the cities aren't caught off guard by something

19 the Company is going to do with regard to the water system(Tr. at 1192). We agree with Staffs

stated intent. We. alsqagee with the Company that management decisions regarding the use of its
I

CAP water allocation are its own. We do not intend our adoption of Staff'sf proposed second

condition number 2 requiring Arizona Water to make best faith efforts to include 'the cities as giving

the cities a managerial orf decision-making role in the developrnent of the CAP Water Use Plan

Given the. contentious litigation history between the .Cornpahy.8nd Casa Grande, redo not adopt this

26 recommended condition lightly. We.adopt it because we believe that the cities' "best faith" input will

27 be valuable.to the Company in itS..p1anning process..We illy recognize that. it.is ultimately Arizona
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Water that will have the burden of demonstrating the prudence of its business decisions, and not the

cities. While we will require Arizona Water to make "best faith efforts" to include the Cities in its

3 development of the CAP Water Use Plan; we do so with the hope that Casa.Grande will in tuminake

its."best faith efforts" to keep in mind that Arizona Water, and not Casa Grande, is the party who

Must ultimately take responsibility for planning the best use of its CAP water allocation

The Company objects to Staffs proposed fourth condition, which requires Staff approval of
7

the Company's CAP Water Use Plan prior to a finding of sufficiency in the Company's next rate
8

9
case, and to Staff"sproposed Faith condition, which requires collected CAP Hook-Up Fees to be

10 refunded in the event the Company's CAP Water Use Plan is disapproved in the Company's next rate

11 case. We agree with RUCO that the fifth condition cannot harm the Company if it intends to act in

12 good faith and present a reasonable CAP Water Use Plan, and find that this rationale also applies to

13 . .
the fourth condltlon.

14
Use of CAP water, which is a renewable resource, should be encouraged. The availability of

15

16
CAP water comes at a cost, however, as the Company's deferred CAP M&I capital costs balance for

17 its Casa Grande, Coolidge and White Tank systems shows.4 The actual use pf CAP water requires'

18 utilities to undertake substantial infrastructure investmeNts. As Staffs witness testified, the balance

19 of the payments the Company has made to retain the availability of its CAP water supply Continues to

20
increase, and if recovery is postponed uNtil CAP water Ueawent infrastmcture is built and the water

21
is actually being served, ratepayerS will be struck "twice aS hard as they would have to be" (Tr. at

l
I

22
1203). This is because the water treatment plant would be placed in rate base at the same time that

23

24
the Company would begin recoveryof the deferred CAP M&I charges (id.) We agree with Staff that

25 if order to prevent this "double hit," that with the safeguard conditions recommended bY Staff; it. is in

26
J

27
4 At December 31, .2003., due deferred CAP. M&I capital charge balance for die Casa Grande system Was $3,525,803
(Hilbbard Rj. Sched. SLH-RJ4 at 8, line 15); for Coolidge, $1,046,011 (id. at 12, line 15); and for White Tank, $506,269
(id, at 10, line 15).i

1
r|

28
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the pulilié interestto allow. re¢;overy.of the' defemred and Ongoing CAP M&I capital charges tdbegiii

now with the collection .of a special hook-up fee &orNnew cwtomerswho will have the use of the

3 CoMpany's CAPal1ocati.on

For all. thelabove reasons, we therefore adopt, and approve herein, the CAP Hook-Up Fee

tariffs attached hereto as Exhibits A, B,' and' C,°. subject to Mzdna .Water's compliance. with the

requirements set. fortin Staffs recommended "Conditions for ApprovaI of asAP Hook-Up Fee" w

set forth above. We also find reasonable, and therefore adopt, Staff's recommended requirements for

the CAP Water Use Plan as set forth above. The CAP M&I charges recovery schedules attached to

10 this Decision as Exhibits D, E, and F demonstrate die derivation of the CAP Hook-Up Fee amounts

11 These are the recovery schedules proposed by Staff; except that the schedule for the Casa Grande

system, Exhibit D, has been modified to adjust the test year end balance of CAP M&I capital charges

in order to remove $142,896 associated with the 279. acre feet of the Company's Casa Grande system

CAP allocatioN that was used and useful duding the test year and will therefore be accorded rate base

treatment in this proceeding over the same amortization period as the Hook-Up Fees, as discussed

above. This change results in a reduction of the Hook-Up Fee for the Casa Grande system from $220

18 to $208 for 5/8 x 3/4-inch, 3/4-inch, and 1-inch meter sizes. In accordance with Staffs proposed

19 seventh condition, if the CAP Hook-Up Fee continued, the recovery schedules are subject to

amendment in the Company's next rate case, when the projections can be trued~up to reflect actual

figures and new projections of CAP M&I capital charges,NP-260 Tariff M&I charges, hook-up fees

and AFUDC. We will require the Company to provide, in its next Rafe tiling, the data necessary to

true-up the projections in these schedules .for our review

In response to an issue raised during the hearing by Pivotal, StaffS witness added language to its proposed CAP Hook
Up Fee tariffs to clarify the point in time that an applicant for the installation of new water facilities would be requiredth
advance costs for service connections. This clarifying language has been included 'm the tariffs

18

is
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Capitalized Legal Expenses

Arizona Water.'s application inchidéd $824,374 in rate base for its Casa Grannde system,

3 plant in service Account 303 Other Intangibles. This amount is related to legal and other fees the

Company incun'ed between 1999 and 2003.in.1egal disputes to which the CoMpany aha Casa Grande

were parties. The CoMpany provided a breakdownof this amount at the hearing (Hrg.. Exhibit A-21)

and reduced the amount by $8,113 at the hearing (Tr. at 572,.Co. Br. at 17). The Company argues

that ratepayers benefited from the Company's decision to incur these costs. The Company asserts

that its Casa Grande system ratepayers have benefited from the Company's decision to iNcur legal

10 costs to defend a condemnation suit brought by Casa Grande, based on Arizona Water's assurnptioh

11 that some of its ratepayers would have had to pay for a higher cost of service had the condemnation

suit been successful (Co. Bro at 19). The Company argues that the fact that residents of Casa Grande

financed their city's condemnation action should not prevent the Company from recovering its legal

costs in rates (Co. Reply Br. at 17). The Company also argues that ratepayers would have benefited

had the Company prevailed in suit it brought against Casa Grande seeking to bar the City ft*om

selling effluent in Arizona Water's service territory

While the Company states on brief that it seeking authority to include "$767,454 of

capitalized legal expenses inmate base" (Co. Reply Br. at 13), it has not proposed to remove $48,807

in franchise, hydrology study, and what appear to be legal costs booked to this account in 2001. 2002

and 2003 as shown by Hearing Exhibit A-21. stmfhw recommended an adjustment removing the

entire $824,374 in the Company's Casa Grande system's Account 303 .firm rate base on the grounds

that the costs benefited shareholders and not ratepayers(Llidders Dt. at 16, Sched. REL-5). .T he

25 Company . suggested at the hearing that the disputed Gosts.1t wants to capitalize could be amortized

26 and accordingly would not remaining rate base forever (Tr. at 574, 587)

We agree .with Staff that preservation of Arizona Water's..bi1siness -in Casa Grande benefits

is
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the Compariy's shareholders, not ratepayers J (Ludders ,Du .at 16), and thatjif  CaSa G1ande's

condemnation had succeeded, the Company's ratepayérswoilld continue to receive searwiiceicomri .the

3 new provider (tal). \ While the Company. has every right to cheese to take legal.action,..ratepayers

4 should note forced to shoulder the tiNancid risk Of legal action takeN to Benoit shareholders. Wye

reject .the 'CoMpany's argent;énts that ratepayers'benefited f irm the' actions in question . The

Company did not -provided quantitative représentation- of the béneflt it .alleges,`.. B¢cause the

condemnation did not succeed, any estimation of the resulting cost Of service to ratepayers is purely

speculative. We also find questionable any benefit the Casa Grande system ratepayers migthave

10 received had Arizona Water won the right to be the exclusive provider of effluent in its Casa Grande

i

I
I

I

|

I

11 service territory

12 The costs appearing on Hearing Exhibit-A-21 described as "Non-condemnation/effluent

charges" should not have been placed in this Account 303, because they 'are not condemnation fees

relating to acquiring land (see Tr. at 1233-1234, Hrg. Exhibits S-37, S-38); All but $12,749 of these

16 costs were incurred outside the test year, and therefore are not recoverable as operating expenses
:
E
|. The.2003 costs of $12,749 labeled aS "Franchise" on Hearing Exhibit 1A-21 are not a normally

18 recumlng annual expense and likewise are not recoverable as operating expenses. Staffs adjustment

19 removing the $824,374 firm rate base.is reasonable, and it will be adopted

Cash Working Capital

The Company's application includes a totalworking capital allowance of $311,323 for the

Western Group. staff is recommeNding a negative worldng capital allowance of ($91,645) for the

Wester Group, and RUCO is.=recommending.a Western GrQup~.yvorking. capital allowance of

$42,556. The parties do not .dispute that the most accurate way tolmeasure working capital

26 requirements is via a lead/lag study. 1 The purpose of a. l¢adAag study is.to estimate the average

27 amount of fuNds eitherSlippliedby shareholders or received in advance from ratepayers for busiNess

28
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1 operations (Ludders Dt. at 6). If cash is received from ratepayers prior to its use, a reduction is made

2 to rate base to reflect the actual amount of working capital provided by the ratepayers, and likewise,

3 when the Company maces payments prior to receiving cash Hom ratepayers, rate base is increased to

4 reflect the additional funds provided by shareholders (id.). The dif ference between the pres'

5 working capital recommendations is attributable mainly to differences in the number of income tax

6 lag days each party proposes.

; The Company determined its proposed working capital allowance using the lead/Iag factors

9 adopted in the Eastern Group Decision: 2.52 lag days for federal income taxes and 27.05 lag days for

10 state income taxes, based on a one-month service period (Hubbard Rb. at 10-12). Staff calculated 37

l l days as the appropriate number of lag days for both federal and state income tax (Ludders Sb. at 4).

state income tax payments, and a service period mid point of June 30, the middle of the annual tax

12 Staff developed its proposed 37 day lag using the required quarterly payment dates for federal and

13

14

15
payment period (id.). RUCO recommends 61.95 lag days for federal income taxes and 99.80 lag

State Tax Lag Davs
62
18

16 days for state income taxes, using July 1 as the service period midpoint (Coley Dr. at 14 and Sched.

17 TJC-8 at pp. 4-5). For comparison purposes, RUCO provided the lead/lag days either authorized or

18 requested by four of the largest utilities in Arizona, who also pay taxes quarterly (Coley Sb. at 41.6

19 As RUCO's witness explained, cash worldng capital is designed to provide a company with

20 available cash on hand to cover any difference in time period Hom when revenues are received and

21 when expenses must be paid, not when the expenses are booked (Coley Sb. at 3; Tr. at 975). The

3 Company states that it calculates its lag day calculation for federal and state income taxes based on a

24

25 Composite Federal/State Tax Lag Davs

26

27

28

s RUCO provided the following comparison of lag days proposed by Arizona utilities that recently had a rate case or have
a rate case proceeding pending:
Co an Federal Tax Last Davs
APS 60
Qwest 80
TEP
SWG
(Coley Sb. at 4).

42.41
37
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Monthly recording .of inqometaxes, because that is when the income earned' gives .rise to the tax

2 liability (id. at 11)." However,. although..Arizona Water méybook, . tax liability iiiohthly, taxits

paymeNts ate made.qUai'terly (ids Tr. at 975).f ..The.Company'spraqtice of'.usi1iga sei'vic¢ period..Qf

4 the niohth in which the tax liability aécrugs inaccurately présu1hes.that'a cash payment is bcihg .made

when the expense isrecorded each month; and. not whenthe cash payment is actually made, on a

quarterly basis (Coley Sb.at 5). Moreover, the Company's tax liability is not .based on revenues

received in a monthly service period, or event quarterly service period," but on annual revenues

RUCO's witness points out that the Company's 2.52 lag day calculation equates to a weekly payment

10 period (Tr, at 987)

11 The Company argues that because its lag day calculation was accepted in prior Arizona Water

12 Decisions for the Northern and Easter Group, it must again be adopted in this owe, while Staff and

RUCO recommend that the issue be reconsidered. RUCO and Staff's arguments are persuasive and

reconsideration is appropriate. We find, based on the evidence that lag days should be calculated

based not on the monthly service period when the COmpany records income liabilities but on the

annual service period upon which the Company's tax liability is based; ind should consider the time

18 income taxes are due, which is quarterly, not monthly. As Staff's witness states, if the Company

19 wishes to pay its taxes earlier than when required, it can certainly do so, but the negative cash flow

consequences of this practice should not penalize ratepayers(seeLudders Sb. at'4). The fact that the

Company records its tax liability on a moNthly basis does Not justify an excessive worldng capital

allowance. eWe find that .Staffs calculation of 37 .lag days for both fédém income taxes and state

income taxes, which is based. on quarterly tax payments and. an annual sem'vice'period provides an

accurate .and reasonable .measuré of .an'appropriate amount of cash' worldng capital for Arizona

26 Water's Western Group, and will adopt it

27

DECISION rO 68302



n

DOCKET no. W-01445A-04-0650

III. ORIGINAL COST RATE BASE

Based on the foregoing discussion, we adopter adjusted Original cost rate base ("OCRB") for

3 the Western Group of $23,254,08'7. By system, the OCRB is as fo11ows: Casa Grande, $17_495.567

Coolidge, $2,713,030, White.Tmk, $1,898,133, .Ago, $837,088; and StM5e1d, $310,269

Iv. FAIR VALUERATE BASE

The Company did not submit reconstruction cost new less depreciation ("RCND") schedules

but stipulated in~its application to the use_ of its OCRB as its. fair value rate base ("FVRB")

(Application at 8), We therefore adopt $23,254,087 as the FVRB for Arizona Water's Western

10 Group. By system, the FVRB is as fol lows: Casa Grande, $17,495,567, Coolidge, $2,713,030

11 White Tank, $1,898,133,.Ajo, $837,088; and stanfield, $310,269

12 OPERATING INCOME

Revenue Aunualization

There is no dispute that an adjustment to the test year annualizing revenues and expenses to

recogniZe the effects of the number of customers served by the Western Group at the end of the test

17 ' yea is appropriate. According to the Company, the test year end number of customers was 20,266

18 and during the test year, the Company served an average of 19,596 customers, a difference of 670

19 cUstomers (Hubbard Dr. at z5). The Company compmedthe year-end number of customers to the

number of eustomersat due .beginning of the test year .to calculate the average number of test year

customers (Tr. at 760). The Company's calculation is based on the number of residential customers

asjthis class of customers constitutes 96 percent of the growth in customers in the.WesternGroup

( id) . The Company bases its expense annualization adjustment on cOsts per customer for customer

accounts expense and traNsmission and distribution expenses (including operations and maintenance

26 costs), and on costs per gallon for source of supply, pumping aNd water treatment expenses (Hubbard

27 Rb. at 24)
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While Staff adopted the Company's revenue and expense amiualization acgustmerit (Tr. at

1238-1239, 1318~1320), RUCO proposed an alternative adjustrnént (Co1¢y.D1, at 16.20)_ RUCO

3 disagrees with the Cprnpany'S avenging methodbldgyfor determiniNg test year growth," and Prefers

to calculate the difference between tl1e.nunub;:r of customers at the begiridningof the test year aNdthe

number at the .end ofthetest year (id. at 16).f RUCO's calculation is based on adlcustomer classes

rather than residential customs (Tr.. at 998).. RUCO'S Proposed adjustment .does not include

transmission and distribution expense(id. at 18), and ineludesonly operations expense associated

with water treatment expense, while excluding maintenance expense. RUCO based its determiNation

10 that transmission and distribution expenses item.isnot iiripaeted.by a change in customer levels on a

regression analysis it performed based oNdata firm 1992-1999 for Arizona Water's Northern Group

case (id. at 18, Hubbard Ry. at 11). RUCO later perforrried an updated regression analysis using

1999-2003 data and determined that umsmission and distribution expenses are affected by customer

growth, but did not update its proposed annualization adjustment accordingly (Tr. at 996-998, 1000

1001)

In comparing due annualization adjustments proposed by the Company and RUCO,we find

18 that while neither methodology is perfect, the Company's proposed adjustment provides the more

19 reasonable estimate of the effects of customer growth on test Year revenues and expenses. The

Company's annualization adjustment properly uses residential customer growth, which represents the

great majority of growth the Western Group, whereas RUCO's use of growth all customer

classes results in an overstatement of test year revenue, as we expiained in the Easter Group

Decision.. In addition,' RUCO's drnission _.of ,transmission and distribution expenses and water

25 treatment maintenance expenses from its annualization methodology results iN an understatement Of

26 expenses, and RUCO chose not. to update its estimates .when it determined that transmission and

27 distribution expenses should have been included.. While RUCO is critical Of Arizona Water's

in .
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1
methodology using the average number of test Year customers to measure gfewtlg Staff accepted the

.
I 2 Company's methodology Wing the test year average Number of customers because it is commonly

3 employed by water utilities and is one of many .acceptable methods (Tr. at 1318-1320). Staffs

4 witness stated, however, that RUCO's growth dotennihation methodology .may be preferable. While

5 we accept the Company's methodology in this case, as we did in the Eastern Group case, we expect

6

7
the Company to use end of test year customer counts in its next rate case for annualization purposes.

I
II
I 8

The annualization adjustment proposed by the Company and adop.ted bY Staff is reasonable hind wi l l

9 be adopted in this proceediNg.

10 B. Purchased Power Expense .

11 RUCO proposed a pro forma adjustment tithe Company's purchased power expense for all

12 f iv e systems that  takes into considerat ion both APS' recent  rate increase and RUCO's

13
recommendation to eliminate ArizonaWater's purchased power adjustor mechanism (Rigby Dr. at

14

15
27). RUCO's adjustment would iNcrease the Con1pany's test year costs for APS power by 3.5

16
percent. across the board, for an overall increase for the Western Group of $16,361 (id., Sched, WARM

17 12; Coley Dt. Sched. TIC-12). On rebuttal, Arizona Water stated that the new APS rate design is

18 more complex than the design in effect during the test year, and that it needed additional time to .

19 ensure. accurate application of the new .rates (Hubbard oRb. of 21-22). Inf its rejoinder testimony,

20 Arizona Water proposed a pro forma adjustment increasing its test year purchased power expense for

21
ihé.Westea'n Group sysmeinSby a`total of $22,779 (Hubbard no. at~8, 9).1 Arizona Water's witness'

22
stated that RUCO's pro forma adjustments did not incorporate. APS"Rate E-221 change, but instead

23

24
applied the APS' 3.5 percentrate increas¢.fpr'Rate E-32 to dl of the..Company's test year purchased

I

I
I
I

25 power expense (id. at 9). Ms. Hubbard explained that the Company's proposed adjustment

26

27 for
Stanfield by $64'7; for Coolidge by $1,861; for Casa.Grande by $24,540; and would decrease purchased power expense
fol' White Tank by $4,327 (Hubbard Rj- at 9).

OBy system, the Company's proposed adjustment would increase purchased power expense for the Ajo system by $58;

28
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incorporates the effects of the APS rate increaseunder bothtariffs Rate B-221'1ahd RateE-32, andis

based on the Company's test yearpower usage patters under each applicable tariff (id.)

At the heariNg, RUCO's witness proposed =changesto its pro forma adjustment resulting from

its application of a 3.5 percent increase td .the Company's test year billed E-32 rates.and .a5 percent

increalsé to the Company's test year billed E-221 rates (Tr, at 1034-1036, 1041); RUCO'S revised pro

I
forma adjustment calls for a.totalsystem-wide increase in p1,1rchased powercxpense of $22,755 (id

and Scheds} WAR-12, TJC-12).° =.RUCO argues on brief that its adjustment should readopted
8

9 because the Company's adjustment lacks foundation and Mereisno basis ind1e record to support a

10 finding that it is a correct adjustment (RUCO Reply Bra at 6).. We disagree. 'As Arizona Water's
i

11 witness Hubbard explained, the neWAPS rate design iS more complex than the design .in effect

12 during the test year (Hubbard Rb( at 21.-22), and one of the new. MS tariffs has been modified from

the design in effect during the. test year from a kilowatt hour rate basis to demaNd charge on a per

14
kW basis, and depending on a specific facilities' usage, the new tariff mightput the facility into the

demand component where it would have been billed on a kilowatt hour basis during the test year (Tr

at 820). Arizona Water's adjustment is based on a review of the new tariffs' effects by an Arizona

18 Water employee responsible for reviewing its APS power bills on a monthly basis (Tr. at 819). We

19 find that the Company's pro forma adjustment is supported by the evidence, and that it is reasonable

to adjust the Company's purchased power expense accordingly, based on these known and

measurable changes to test year expenses. The Company's pro forma adjustment will therefore be

adopted

C CAP M&I Capital Charges-Related Expense

AS stated above, Arizona Water's application included a Pro forma adjustment to purchased

By system, RUCO's proposed adjustment would increase purchased power expense for the Ajo system. by $10; ; for
Stanfield by $873, for Coolidge by $1,835, for Casa Grande by $16,897; and .for White Tank by $3,140 (Tr. at 1034-1036
and Scheds. WAR-12, TJc-12)

i

.I
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water expense and a pro forma adjustment tO test yea depreciation and amortization. expense. to

refkbt ongoingCAP M&I capital charges and the alnollization of deferred CAP M&I capital charges

3 for the Casa Grande, Coolidge, and White Tank systems.. Since the Company is being authorized to

recover the ongoing and deferred CAP M84I charges via .the CAP Hook-Up Fee tariff approved

herein as discussed above, these pro forma adjustments will not be adopted

Rate Case Expense

Arizona Water's application included an estimate of $253,550 in rate case expense, amortized

over three years (Hubbard Dr. at 31), and the application proposed to update its request for recovery

10 of rate case expense at the reply brief stage of this proceeding .(id. at 25). The Company did not

11 . however, increase its request. RUCO does not propose an adjustment to rate case expense, but

12 recommends against approval of expense beyond. the Company's original estimate of $253,550

based on the complexity of this proceeding, the number of systems involved, and a comparison to

other cases (RUCO Reply Br. at ll); RUCO states that this case involves fewer divisions than the

prior Northern Group and Eastern Group cases, in which allowed rate case expense was $217,000 and

$250,000 respectively(id.). Staff recommends rate case expense of $225,000 (Ludders Dt. at 11)y

18 Staff asserts that the Western Group is smaller than the Easter Group aNd that the Eastern Group

19 case had a contentious issue not present in. this proceeding (Staff Reply Br. at 10)

20 It is undisputed that the Western Group is smaller than the Easter Group in that it has1ess

rate base, less revenue, less operating expenses, and fewer systems (see Tr. at 798-799). As the
22

Company points out, while the Easter Group proceeding and thisproceeding are comparable, this

24 proceeding also had a complex issue, the.cAp cost lechery mechanism, that was not present in the

Easter Group case, and this case involved more substantial participation by the City of Casa Grande

26 . thandid the Easter Group case. Based On the complexity Of this proceeding, the number of systems

27

The Northam Group case involved five systems, and the Eastern Group case involved eight systems
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involved; and a comparison to other.cases,-wg ind that .it .is. reasonable to allow rate case expeNse..of

$250,000 in this cash, amortized over threeyears

Property. Tax Expense

The methodology used bythe .Company and Staff to estimate property tax expense, which is

to use adjusted test yeurevenues and the projected 'revenues under the newly approved rates as

inputs to the ADOR assessment formula, is the same methodology adopted in numerous prior cases

over the objections of RUCO."' RUCO proposes, as it has many times before, to instead use

revenues from the test year and the two years prior to the test year to calculate property tax expense

10 (Tr. at 1003). RUCO has not demonstrated a basis for departure from our prior determinations on

11 this issue. RUCO's argument regarding regulatory lag (RUCO Br. at 14, RUCO Reply Br. at.'7-8)

12 has been advanced and rejected (see Rio Rico Utilities, Decision No. 67279 (October 5, 2004))

Regulatory lag is inherent to the regulatory process, workingsometimes to the benefit of ratepayers

14
and sometimes to the benefit of shareholders. §Its existence does not provide a justification for

understating a utility's property tax expense. RUCO's calculation methodology, which uses only

historical revenues, unfairly and unreasonably Understates property tax expense, and is duerefore

18 inappropriate for ratemaking purposes. The Company and Staffs calculation for property tax

19 expense yields the best estimate of Arizona Water's property tax expense for the periodic which new

20 rates will be in effect

Based on the revenue requirement we adopt herein, and utilizing the methodology adopted by

the Commission in our prior Decisions, anallowance will bernade for property tax expense in the

amount of $768,963 on for the =Westem Group systems. This figure includes an estimation Of the

E.g., Chaparral City Water, Decision No..68176 (September30, 2005) (finding that RUCO's calculation Methodology
which uses only historical revenues, unfairly and unreasonably understates property tax expense, and is therefore
inappropriate forratemaking purposes);Rio Rico Utilities, Decision No. 67279 (October 5, 2004) (Finding that use of only
historic revenues understates the expense level); Arizona American Waler Company, DecisionNo. 67093 (June30, 2004)
Bella Vista Water Company, Decision No. 65350 (November 1, 2002), Arizona Water Company, Decision.No. 64282
(December 28, 2001). RUCO has not appealed any of these Decisions
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effects of recently enacted Arizona House Bill 2779, which will gradually lower the assessment ratio

for Class 1 properties, such as utility property, from.25 percent to 20 percent over a ten year period

i
4
4 3 by means of a reduction in the assessment ratio of % percent a year. By system, property tax
a

4 allowance is as follows: Casa Grande, $583,331, Coolidge, $104,l.76, Vlthite Tank, $46,367; Ajo

$24,552; and Stanfield, $10,537

Because an allowaNce for the property tax expense ofArizona Water is included in the

Company's rates and will be collected from its customers, the Commission seeks assurances from the

Company that any taxes collected Hom ratepayers have been remitted to the appropriate taxing

10 authority. It has cometh the Commission's attention that a number of water companies have been

11 unwilling or unable to fulfill their obligation to pay the taxes that were collected firm ratepayers

some for as many as twenty years. It is reasonable, therefore, that as a preventive measure Arizona

Water annually file, as part of its annual report, an .affidavit with.the Utilities Division attesting that

14
the Company is current in paying its property taxes m Arizona

16
Statement of Operating Income

Arizona Water's adjusted Western GroUp test year operating revenues were $l0,675,355. In

18 accordance with the discussion herein, the Company's adjusted.test year Western Group operating

19 expenses for ratemaking purposes total$8,704,066 for an adjusted Westem Group test year net

20 operating income of $1,971,289

By system, Arizona Water's adjusted Casa Grande test year operating revenues were

$7,921,381,and adjusted test year operating expenses for ratemaldng purposes were $6,419,127, for

24 an adjusted Casa Grande system test year adjusted net operating income of $1,502,254
I

!

s Arizona Watt's -adjusted Coolidge .-test year operating reVenues vere $1,42'Z,28§, and

26 adjusted test year operating expenses for ratemaldng purposes were. $1,191,676, for .an adjusted

27 Coolidge system test year net operating income of $235,609

I
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AriZona Water's adjusted White Tank test year operating revenues weré $783»48 and

adjustedtest Year operating expenses for ratemaldng purposes were.$611,9011 for an adjusted White

3 Tank system test year net operating income of $171,582

Arizona Water's adjusted Ajotest year opaatingrevenues 'Were $412,203, and adjusted test

year operating expenses for rateMaldngpurposes were$375,293, for an adjusted Ajo system test year

net operating income of $36,910

Arizona Water's adjusted Stanfield test Year operating reveniieS were $l31,003, aha adjusted

test year operating expenses for ratem&ingp oses were $106,069, for an adjusted Stanfield system

10 test year net operating income of $24,934

11 VI. COST OF CAPITAL

12 Arizona Water, Staff and RUCO presented Cost. of capital analyses for purposes of

detennining a fair value rate of return in this proceeding. Arizona Water proposes a cost of capital

and rate of return of 10.50 percent, Staff recommeNds 8.9 percent, and RUCO recommends 9.17

percent

Capital Structure and Cost of Debt

Capital Structure

The parties are in agreement that Arizona Water's company-wide capital structure as of

December 31, 2003 should be used tO detennine the Company's weighted cost of capital, as follows

(Hrg. Exhibit A-17; Ramirez Dt. at 6; Rigsby Dr. at 41)

Long Term Debt
Common Equity
Total Capital

s 22.200.000
61 .116.374

s 83.316 100%

Cost of Debt

The parties also agree that the Company's cost of long term debt is 8.4 percent, which results

in a weighted cost of debt of 2.2 percent(id.)
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1 Cost of EquiW

2 While the cost of debt can be determined from fixed cost rates, the cost of equity component

3 of the Company's capital structure can only be estimated. Staff advocates a cost of equity of 9.1

4 percent and RUCO advocates a cost of equity of 9.44 percent, based on the analyses of their

5 witnesses. Arizona Water advocates a return on equity of 11.25 (Zepp Rj. at 4) which includes a

6 m°mimum 50 basis point risk premium (Zepp Rb. at 3-5).

; Arizona Water's cost of capital expert witness Zepp prepared estimates of the cost of equity

9 based on the discounted cash flow ("DCF") 1-step (constant growth) and 2-step (multi-stage growth)

10 models used by the Federal Energy Regulatory Commission ("FERC"). The DCF method of

l l estimating the cost of capital is based on the theory that the present value of a stock is equal to the

12 present value of all expected future div idends or cash flows. The constant growth DCF model

B.

assumes that a company will grow at the same rate indefinitely, while the non-constant growth DCF

model does not assume that dividends grow at a constant rate over time. The constant-growth DCF

13

14

15

16

17 2) the current stock price, and 3) the expected infinite annual growth rate of dividends ("dividend

formula includes three variables used to estimate the cost of equity: 1) the expected annual dividend;

18 growth rate"). The constant-growth DCF model calculates a dividend yield by dividing the expected

19 annual dividend by the current stock price, and then adds the resulting dividend yield to the expected

20 infinite annual growth rate of div idends. The multi-stage growth DCF model assumes investors

21 expect different rates of growth in the initial period and subsequent period. Dr. Zepp's equity

i i  est imates are also based on the risk premium method used bY the Cal i fornia Publ ic Uti l i ty

24 Commission staff ("CPUC staff'). The updated equity cost estimates presented in Zepp's rejoinder

25 testimony using these approaches are 10.2 percent using the FERC 2-step DCF model (Zepp Rj.

26 Table 4), 10.4 percent using the FERC 1-step DCF model (Zepp Rj, Table 3), 10.5 percent using the

27 CPUC staff risk premium methodology, and 10.9 percent using his modification of the CPUC staff

28
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risk. premium methodology (Zepp Rj..é1t .8,' Tables 5¢7), based on the six publicly-tfaded.Water'.uti.lities

included in thesamp1e.lgroup.'."` Dr; Zepp"-.disagrees withthe CPUC SM methodology's use of

3 realized retUrns. on eqiaity -as. equity cost proxies; based on his belief that they might- understate the

cost of equity (Zepp Rj. at 8-9)

Dr. Zepp adsorb-"restated" the analyses of Staff;wimess Ramirez and RUCO witness.Rigsby

using his preened inputs from the infdrmadon provided in these witnesses' testimony, schedules and

workpaperé, to reach differing equity.cost estimates; In rebuttal testimony, Dr. Zepp used the FERC

1-step and 2-step DCF models using prices, dividends and long-term growth rates chosen from Staff

10 witness Ramirez' workpapers and schedules, and reached an equity cost estimate of 11.2 percent to

11 11.5 percent. (Zepp Rb; at 12-14 and Tables 5 and 6). Dr. Zepp also restated Mr. Ramirez' constant

12 growth and multi-stage DCF models using different inputs and produced an average cost of equity

estimate of 10.9 percent (Zepp Rb. at 18-20 and Tables 7-10), and restated Mr. Ramirez' capital asset

14
pricing model ("CAPM") estimate using .long-term instead of intermediate-term Treasury rates and

Dr. Zepp's preferred methodology for estimating the current market risk premium, reaching an

estimate of 11,1 percent (ZeppRb. at 20-26). Dr. Zepp's rebuttal restatements of Staff witness

18 Ramirez' cost of equity estimates resulted in anaverage"of 10.6 percent (Zépp Rb.Table 12).

19 rejoinder testimony, Dr. Zepp again restated Staff witness Ramirez' constant growth and multi-stage

20 growth DCF model estimates, and Ramirez' CAPM estimates, using information from Ramirez

testimony and wor@apers. These restatement of Staff witness Ramirez' cost of equity estimates

were as follows: constant growth DCF, 10.5 percent (Zepp Rj.at 12 and Table 11), multi-stage

24 growth DCF, 9.9 percent, and CAPM,t10.1percent (Zepp Ry; at 16, .18 and Table 11). Dr. Zeppalso

The Company and Staff used the same six publicly-traded water utilities as prof des in their analyses: American States
Water, Aqua America, California Water Service, Connecticut Water Services, Middlesex Water Cornpanyand SJwcorp
RUCO used the three largest publicly-traded water utilities 'm this group in its analysis: American States Water, Aqua
America and California Water Service. .These companies represent the water utilities that are currently analyzed by the
The Value Line Investment Survey Small and Mid Cap Edition and The Value Line Investment Survey ("Value Line 'Q
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restated RUCO witness Rigsby's constant growth DCFrnodel.cost of.eqLu'ty estimate in fwd different

2 ways based on Mr. Rigsby's. data but using Dr. Zepp's preferred inputs, and produced equity cost

3 estimates ranging firm 10.3 percent to 11.0 percent (Zepp Rj. 29-31 and Table 11)

Arizona.Water criticizes Staffs constant growth and multi-stagé. DCF estimates, asserting .that

they understate. the cost of equity because they used spot stock Prices to compute the dividend yield

gave 50 percent weight to historic growth rates, used geometric averages instead of arithmetic

averages codetermine forward-looking estimates of growth from past growth in dividends per share

("DPS")and earnings per share ("EPS"), and while Staff used 50 percent-weighted forward-looking

10 growth estimates in its constant-growthDCF model estimate, it did not use forward-looking growth

11 estimates in its multi-stage DCF model. Regarding Staff's CAPM estimates, Arizona Water claims

12 that they are also too low due to the inputs Staff chose. The Company disagrees with Staffs use of

the betas estimated by Value Line for the six water utilities 'm the sample group to compute an

14
average beta" of 0.68, Staffs use of the avetageyield on intermediate-tenn (i.e., five»year, seven

year, and ten-year) Treasury securities as the risk-free rate while using the 10ng»term Treasury rate to

estimate the market risk premium; and Staffs use of theDcF Model to estimate the current market

18 risk premium.. Arizona Waterargues that it is a more riskyinvestnient than the sample utilities, and

19 its beta Would therefore be closer to 1.0,. which Would result.-in a higher equity east estimate, and that

Staffs CAPM estimate does. not properly take into account empiricéd studies that indicate We risk

flee rate is higher than the rate on long-termTreasury bonds folloW beta stocks like the sample water

utilities; Dr. Zepp believes that the risk Premium method used bathe CPUC staff is preferable to the

CAPM, because the CPUC.staff method directly estimates a risk premium by comparing authorized

and actual returns on. equity (although he'disag:rees with this method'S use of realized returns. see

26 Zepp Rj. at 8-9) with the current yield of investment grade bonds at other debt instruments (Zepp Dr

Beta measures the systematicrisk of a company. The market's beta is .1 .0; therefore, a .security with a beta higher than
1.0 is riskier than the market, and a security with a beta lower than 1.0 is less risky than the market
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at 38-39),'while the CAPM Measures theiisk premium indirectly, .requiring nloi'e assumptions .to be

made, which Dr; Zéppbelieves leadsto a higliéf likelihood ofcrror (Zépp Dt. at 5, 34)

Arizona Water Claims that at least 50 basis points must be added to i;s cost of.eqm'ty estirnatas

to account for additional risk it'believes is relatedlto the rate-Sstting'system in Arizona Which the

CoMpany believes are not faced bythe water= utilities in the sample group, SUch as Arizona's.use Of

an historic test year .with-liMited adjustments for post-test year changes; 'elimination of adjustment

mechanisms; recovery of CAP-related Costs; arsenic costrecoVery, and revenue insfabilily caused by

inVerted-tier rate designs. *The Company claims its proposed risk adjustment is supported by the fact

10 that while five of the six utilities in the sample group have bond ratings. of A or higher, Arizona

11 Water'smost recent bond issue had a cost of debt 37 basis points above die cost of-rated bonds and

12 49 basis points above AA-rated bonds

Staffs witness Ramirez prepared hisf9.1 percent estimate of the cost of equity using a

14
constant growth DCF model, a multi-stage, or non-constant growth DCF mode1, and aCA.PM

analysis. To calculate dividend yield in its constant-gyowth DCF calculatioi1, Staff divided the

expected annual dividend as forecasted by Value Linelby the spot stock price en May 11,2005

18 (RamirezSb. at 2). Staff used a.spot stock price, rather than a historical average of stockfpdces, in

19 order to be consistent with the efficient mark.ets hypothesis of finance theory, which holds that the

20 Current stock price includes investors' expectations of future returns and is the best indicator of those

expectations." Staff then added the resulting dividend yield toitsestiMate of a dividend growth rate

To reach-its dividend growth rate determination, Staff used 8 combination Of historical -and

projected DPS growth pi'ovided.by Value Ling; and also eXamined historical and projected growth i i i

EPS and intrinsic growth (Ramirez Dr..at 16). Staffsanalysis yie1ded"an average of projected and

Ramirez Dt. at 2. Use of spot market price has been adopted in recentCeMmission Decisions, including Chaparral
City Water Company,Decision NO; 68.176(September30,2005), Arizona Water Company, DecisionNo.66849 .(March
19, 2004),and Arizona-American Water Company,DeCision No. 67093 (June 30, 2004)
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historic growth rates of 5.8 percent' (Ramirez Sbi Sched. AXR-6), which it added to Staff ts dividend

2. yield calculation of 3.0 percent, producing Staffs constant growth DCF eStimate of 8.8 percent

3 (Ramirez Sb. Sched. AXR-8). Staff'smulti-stage DCF model incorporates both a near-term growth

rate and a long-term growth rate to account for the assxunption that investors expect dividends to

grow at a non-constant rate in the near tern (stage 1 growth) and then to grow at a constant rate in the

long term (Stage 2 growth) (Ramirez Dt. at 23-34). To calculate its stage 1 growth, Staff forecasted

four years of dividends for each of the utilities in the sample group using expected dividends over the

next twelve months for the first year and Value Line'sprojected DPS growth rate for the subsequent

10 . Years (Ramirez Dt. at 25, Sb. Sched. AXG(-7). To estimate its stage 2 growth, Staff used the 6.5

11 percent rate of GDP growth from 1929 to 2004because thi.s historical growth rate assumes that the

12 water utility industry is expected to grow neither faster nor slower than the overall economy (Ramirez

Dt. at 25). Staff reached a multi-stage DCF estimate of 9.3 percent (Ramirez Sb. Sched. AXR-7)

Staff calculated its overall DCF estimate of 9.0 percent by averaging the results of its constant growth

16 and multi-stage DCF eStimates(id.)

Staff also performed aCAPM analysis pr the sample water utilitiesused in Arizona Water's

18 and Staffs DCF analyses. Mathematically represented,die CAPM formula states that the expected

19 return on a n`sky asset isequa1 to the prevailing risk-free interest. rate plus the market .risk premium

which is adjusted for the Riskiness (beta) of the investment relative to the market. Averaging the

yields on five, sevenand ten year Treasury notes accordiNg to the Match 24, 2005 edition of.The

Wall Street Journal, Staff estimated the risk-free rate to be 4.45 percent (Raxtiirez Dr. at 27), and

estimated Arizona Water fs beta to be 0.68 by averaging the VaIue Line betas of the sample water

utilities (id.). .Staffs CAPM analysis used a historical market risk premium estimate, reaching an

26 estimate of 9;1 Percent, and a current market risk premium estimate, reaching an estimate of 9.3

27 percent., to reach its overall. CAPM estimate Qf 9.2 percent (id. at 28-29, Ramirez Sb. Sched. AXR~8)
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Based on its DCF and CAPM estimates, Staff recomznerids a Cost of equity of 9L1. petcerit. Staff' S

costof capital estimate doesnot in¢1u.de a leverage adjustment. (Rhnuirez Sb. at 1-2),but staff

3 recommends that. if a higher Cast of equity is adopted, a.1evefage adjustment Should adsobeadopted

to account for Arizona Water's.1ow level of debt as competed to the sample' group of utilities

RUCO reached its 9.44 percent recommended Cost of common .equity based on the DCF

analysis performed by its. Witness Mp. Rigsby(Riss$y- Cost t>f.Capita1. Dt.:at 27; "Rigsby Sb. at 27)

Mr. Rigsby derived his growth estimates .for. his DCF calculation &om'both bistoricad data"and

analysts' projections. The proxy companies Mr. Rigsby used for his sample group include three of

10 the six companies in the sample group used by the Company and Staff Mr. Rigsby did not include

11 the other three companies in his proxy group because Value Line does not provide the same type Of

long-term estimates on ROE and shae growth if provides for the three larger companies he used

(Rigsby Cost of Capital Dr. at 18). RUCO believes its recommended 9.44 percent cost of common

equity is appropriate given the current environment of low inflation and low interest rates, and points

out that it made no downward adjustment to its DCF model results to accouNt for the fact that the

Colnpany's Capital structure of 73 percent common equity and 27 percent debt is less leveraged thaN

18 the capital structure of the publicly traded water providers, which averaged 56 percent equity and 44

percent debt

We believe that Staff's analysis is based on sound economic principles, and has produced a

cost of equity estimate that represeNts a fair and reasonable estimate of Arizona Water's cost Of

equity for purposes of this proceeding, and which will produce aretUrU commensurate with retUrns

on investment in other enterprises with risk corresponding to that of the Company. While Arizona

Water finds fault with Staffs analysis, the Colnpany's analysis has several weaknesses

The. Company's DCF estimates varied significantly from Staff and RUCO's estimates due

primarily to. differences in its dividend growth estimation. We note that while the Company
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I

1 criticized Staff and RUCO for choosing inputs that "depressed" their cost of equity estimates, the

2 . Company's choices resulted in higher cost of equity estimates. Relying solely on analysts' forecasts

3 of die short-term growth rate of the water industry produces less reasonable estimates than does

4 averaging historical growth rates with growth rate forecasts, because analysts' forecasts are known to

5 be optimistic. DPS and past EPS growth are indicators investors would consider in estimating

6 growth, as Arizona Water's witness Zepp has testified (seeRamirez Dt. at 47; Sb. at 18). We are not

; convinced that the methodology FERC uses to estimate cost of capital for the interstate gas and

9 electric companies it regulates is appropriately applied to monopoly water utilities. The FERC DCF

10 multi-stage analysis advocated by the Company relies more heavily on analysts' forecasts than on

l l GDP growth, which is based on empirical evidence as opposed to conjecture. While Dr. Zepp

12 criticizes Staffs use of the geometric average, and not the arithmetic average, of GDP growth, we

13 find Staffs use of the geometric average to be appropriate because it provides a better representation

14 of long-term performance. We find that Staff's DCF methodology provides a more reasonable cost

1; of equity estimate than the Company's.

17 In estimating its cost of equity, Arizona Water relied on a risk prernitun analysis methodology

18 used by the CPUC staff; which uses comparisons to actual or authorized returns on equity. This sort

19 of "comparable earnings" analysis has long been discredited for several reasons, one of them being

20 the circularity of setting returns based on the returns set in other regulatory proceedings. Market-

21 based methods like the DCF model and the CAPM provide more reliable estates of equity cost,

2; because it is capital markets, and not regulatory commissions, that determine the cost of equity. Use

24 of the risk premium analysis urged by the Company would circumvent the market forces that

25 regulation attempts, as much as possible, to replicate. The Arizona Court of Appeals has strongly

The risk

I

26 criticized the use of utilities as the sample group in a comparable earnings analysis."

27

28 14 See Sun City Water Co. v. Arzkona Corp. Comm 'n, 26 Ariz. 464, 556 P.2d1126 (1976).
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premium aha,lysis.xriethoddlogy 'enoneoWly éséumes Wthat accoUnting-based '.'£ctua]" ROEs are equal

.Tb the cost of equity. Although certain ROES may have been allowed 'm prior regulatory decisions

this. Commission cannot r.e1y on-previously authorized ROEs benausé it .tianhot know the particulars

behind each ease, -or cr.oss-iexérnine witnesseS .even if the particularSwere known, to deienzhine their

relevance to Arizona Water

We believe Staffs CAPM analysis, which includes .a risk variable, is a reasonable means of

estimating Arizona Water's cost .of equity in this case and is preferable to the Company's proposed

risk premium methodology recommendation. The Company'srestatement Of Staff 's CAPMuses

10 forecasts of long-term Treasury securities as its risk-free rate, as opposed to intermediate Treasury

11 securities, but fails to subtract out the liquidity risk premium long-term Treasuries include, resulting

in upwardly biased estimates. While die Company argues that itS beta should not be the same as the

average of the sample water utility company group, Arizona Water and the sample water companies

are in the same business and should have on average the same systematic risk. Unique risk does not

affect .the cost of equity, because f irm-speeif ic risk can' be eliminated through shareholder

diversification. Staffs assumption that all water companies have similar betas is therefore

18 reasonable. Arizona Water also argues that Staffs CAPM inputs Must be flawed, because although

19 interest rates have gone up since the Eastern Group case,Staffs CAPM estimate remains the same in

this easel This argument ignores the fact that while interest rates have gone up, the cost of equity for

the market as a Whole has decreased, while the cost of equity for utilities has remained relatively

stable. Staff States that while its witness in the Easter Group case estimated an overall market risk

premium at 13.1 percent, its current estimate is7.8 perceNt (compare Schedule JMR-18 in" Docket

No. W-01445A_02-0619 (Eastern GroupDecision docket) With Ramirez Sb. Sched. AXR-8), and this

26 relative change in the risks of. utilities as compared to the overall market is reflected in Staffs

27 increased beta estimate, from.0.59 in the EasteM Group case to 0.68 in this case

4

3

38 DECISION rO. 68302



DOCKET NO; W-01445A-04-0650

We agree with Staff that the cost of equity estimates reached by StarT's analysis do not r¢q\lire

a downward risk adjustment in this case to account for the Company's equity-rich capital structure

3 and accompanying reduced business risk. The record in.this proceediNg likewise does not support the

4 50 basis point or greater upward adjustment to equity cost advocated by Arizona Water. [The

Company's assumption that the spread between the costs of its last corporate bondissue and.A

rated/AA-rated bonds is due to business risk, and therefore justifies an adjustment.to its cost of

equity, is unreasonable. The Company was successful in its bond placement. As Staff points out, the

liquidity risk and business risk that are contained in corporate bonds do not affect a Company's'cost

10 of equity (Ramirez Sb..at 19-20). The Company submitted no data on the ratemaking systems of

11 other states or the arsenic risks of other companies, .or any other data demonstrating that the

12 ratemddng system in Arizona contributes to greater business risk for Arizona Water than the sample

group of .water utilities. There is no precedent for recognizing a risk adjustment because the law

14
requires use of a historical test year. Indeed, Decision approves a recovery mechanism for the

Western Group's deferred CAP M&I capital charges, despiteth fact that the CAP water is not yet

used and useful. For the reasons stated in the rate design discussion below, the implementation of

18 conservation-oriented rate design likewise does not justify an upward adjustment to the COmpany's

19 Cost of equity. The risks associated with arsenic treatment costs have been mitigated by approval of

20 an arsenic cost recovery mechanism ("ACRM") for the Company's Norther Group, Eastern Group

and in this case, WeStern Group systems which enables the Company to seek expedited approval of

capital costs and a significant portion of operating costs associated with arseNic treatment for its

affected systems. For the above reasons, we will not»adopt any specific adjustments to the 9.1

25 pe;'c€nt cost of equity determined by Staffs analysis

26

27

39

.this
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Cost ofCapital Summarv

Percentages Cost Weighted Cost
m,Long»Tenn Debt

Common Equity
Weighted.Average
Cost of Capital

73.4% 9.1%

VII. AUTHORIZED INCREASE/DECREASE

With the adjustments adopted herein, 'the adjusted test year operating income is $1,971,289

Multiplying the Western Group's FVRB by the fairvadi1e rate of return Produces a requlr'ed operating

income of $2,069,613 on .a totalweste1'n Group basis. This is $98,324 More than the adjusted test

10 year income under exiSting rates.. The required increase in gross annual revenues for the Western

11. Group is $160,510, or 1.50 percent. BY system, the required increase in gross annual revenues isas

12 follows: Casa Grande, $89,542, Coolidge, $9,551, White TaLnk,f ($4,323), Ajo, $61,365, .and

Stanfield, $4,375

VOL RATE DESIGN

Arizona Water's application included a rate design similar to its current rate design, which

includes a monthly minimum charge based on meter size and a single tier commodity rate for all

18 gallons sold. As outlined in Section I.A above, Staff asked that the Company instead provide a three

19 tier inverted block rate design. ArizoNa Water chose not to propose an alterative tee-tierrate

design, but to advocate for the adoption of the single-tier comiC)dityrate design included in its

application. The Company"s proposal differs .from its current rate design in that it eliminates the

1,000 gallons of water currently included in the minimum monthly rate

RUCO, Casa Grande, and Staff all oppose Arizona Water's proposed single-tier rate design

Casa Grandeopposes the Company's proposed rate design, because With the exception of the

26 increase it would.place on 8-lu1ch meter sizes, it would place ~fhe highest percentage rate increase on

27 5/8.x 3/4-inch useré and the Company has provided no supporting rationale for this effect (Co. Br. at
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I

1 28). Casa Grande supports Staffs proposed three-tier inverted rate design because it makes water

2 more affordable to the smallest, typically residential users (id. at 28-29), and because use of an

3 inverted block rate design promotes the Commission's policy of encouraging conservation by

4 sending the proper price signal (City Reply Br. at 15). In response to Arizona Water's argument that

5 Staff's proposed rate design could affect the Company's opportunity to am the authorized rate of

6
return, Casa Grande asserts that because Arizona Water has not offered a current cost of service study

7

8

9 tier rate design (City Br. at 28), the Company is merely speculating on how water users might

or any reliable evidence demonstrating dirt the Company will lose revenue due to use of an inverted

10 respond to an inverted tier rate structure (City Br. at 28, citing to Tr. at 601-610; 657-663). Casa

11 Grande asserts that the Company's 1990 cost of service study is no longer current and accurate, due

12 to changes in the Casa Grande system(City Br. at 28; Tr. at 852).

13

14

RUCO recommends a two-tier inverted block rate design structure with a breakover point at

4,000 gallons, which is approximately 6,095 gallons below the average level of consumption for the
15

16

17 this level so that customers on each of the five systems will experience a price signal as their

5/8 x 3/4-inch meter size for all five systems (Coley Dt. at 24, 26). RUCO set the breakover point at

18 consumption rises (Coley Dr. at 26). RUCO believes that its rate design, which does not discriminate

19 between class or meter size, is fair because each customer pays the same commodity rate for the same

20 level of usage (RUco Br. at 17).

Staff proposes a rate design that includes three tiers of commodity rates for residential 5/8 x
21

22

23

24 sizes, breadcover points are 3,000 gallons and 10,000 gallons, and larger meter sizes have increasingly

3/4-inch meter sizes and two tiers for all other meter sizes. For the ̀ 5/8 x 3/4-inch residential meter

25 greater breakover points, recognizing their greater demand. Like the Company, Staff proposed

26 removing the 1,000 gallons currently included in the Company's minimum monthly charges. Under

27 the rate design Staff reposed, a residential customer using no more than 3,000 gallons of waterp

28

C
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monthly would experience a lower increase Over Current rates than heavier-usagé customers whose

2 monthly usage faLlls in the thirstier, . Dile td the minimal revenue increases required by most of the

Western Group systems in this case, implementation -of a conservation-odented three-tier rate design

requires minimal rate decreases for most median andaverageusage customers, whose usage falls in

the second tier." Generally however, customers with usage. fallliNgin the.tl}ird def; with Lisage ayer

15,000 gallons, will experience percentage rate increases duet are greater than the percentage revenue

increases authorized in this Decision." Staff states that thrower prices for the first two tiers are

necessary in order to send a price signal to heavier water users in order to meet the long-term goal of

10 encouraging conservation (Staff Reply Br. at 3). Staff argues that its rate design should be adopted 'm

11 this case because it takes seriously the .State's importhiit policy goal of encouraging conservation=ili

12 the long term, and is consistent with recent. Commission decisioris iapproving inverted tier rate

strictures for the purpose of sending appropriate price signals to heavier users (Staff Br. at 1)

Arizona Water opposes Staff's proposed rate design, and asserts that Staff did not evaluate the

impact of the rate design on consumption (Kennedy Rb. 14-15). The Company protests that Staffs

rate design shifts recovery of its revenue. requirement into the third-tier commodityrate b10ek, and

18 that this will make it likely that the Company will beunable to ham its authorized rate of return (CC

19 Br..at 65-66). ArizonaWater disagrees even rnbre withRico's rite desigxibecause it applies the

same breakover points to all meter Sizes and would therefore have a greater impact on customers

served by large meter sizes (Co. Br. at 69). .. The Company claims that Staffs proposed rate design

would cause future wateruse to decrease in response to price increased (Kennedy Rb. at 17-19) based

on the Company's study of the effects 'of imposition of a three-tier inverted block rate design in its

An exception is the Ajo system which requires a more substan'cial.revenue increase due the increased costs of the
Company'sSupply costs from Ajo Improvement Company ("AIC"), die source of the Company's water supply for the
Ajo system

The one exception is in theWhite Tank system,which is receiving a revenue decrease. For White Tank systern
customers, rate increases will nonetheless appear on bills with usage between 20,000 and 25,000 gallons and on all bills
with usage exceeding 25,000 gallons

3

42 DECISION no. 68302



DOCKET no. W~01445A-04-0650

Eastern Group systems, which it believes demonsttafed such an effect (Kennedy Rb. Exhl. RJK-R4)

We do not find Arizona Water's analysis of reducion in customer' consumption in .the Company's

3 Easter Group systems to be definitive. The proffered analysis does not appear to consider numerous

factors in addition to rate design that may affect the specific water use of customers, including but not

limited to precipitation levels and growth. Importantly, the Company did not claim, iN connection

with the presentation of its Eastern Group elasticity Study, that theEastern Group systems were not

earning their authorized rate of return. Although the Company claims that inverted-block rates create

revenue instability and. will likely lead to under-collection of revenues, the effect on revenue

10 collection in this case due to the implementation of the proposed rate design is not known and

11 measurable, and we will therefore not adopt any"e1asticity" adjustment to the revenue requirement

we authorize herein. As is ev idenced by the Company's plans to expand its water treatment

infrastructure, much of the Western Group is poised for rapid growth (see Harmon Dt. at 4-5). We

find that the risk of revenue instability the Company fears is sufficiently offset by the current growth

in the Company's customer base to allow the implementation of a conservation-oriented rate desigN

at this time. It is highly likely that. new growth will be available to compensate for possible

18 reductions in usage by existing oustorners, if demand proves to be e1asticand existing customers

respond to the conservation signals by reducing .their usage 'm response to the new rate design' IL

even with customer growth, ArizOna Water finds Litg is not recovering its authorized revenue

requirement, it is the Company's control .to file a rate..case. After .considering .the evidence

presented, we find that it is. in the public interest for the Company"to implement the conservation

oriented rate desigproposed by Staff

IX. OTHER ISSUES

Automatic Adjustment Mechanisms

Arizona Water is requesting authority to continue its existing purchased power and purchased
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water adjustment mechanisms."RUCO, Casa.G'rande, and Staff recommend Thai the mechanishlslbé

dl Sc continued

Staff states "that adjustment me<;hanisms have tfaditi0nally been used to mitigate the

regulatprylag for volatile, very. large expefxse items, andareuseful when a.c6mniodity.consdtutes a

utility's sirigle largest expense, `such as.for. electric Utilities .Wherepurchesed gas'.or purchased PoWer

is .the utility's single largest expense (Luddersat. 7-8; Ludders Sb. a t 6); Staff testified. that Arizona

Water's purchased pumping power and purchased.water costs do not have these characteristics

(Ludders Dt. at 7-9, Ludders Sb. at 6)

RUCO argues that the circumstances in this case parallel the circumstances in the Eastern

11 Group Decision, in which the purchased water adjusmenf mechanisms for the Company's San

Manuel and Superior systems were eliminated, and That the mechanisms should likewise be

eliminated in this case (RUCO Br. at 15; Reply Br. at 8-9)

Casa Grande agrees with the Commission's reasoning in the Eastern Group Decision that

adjustment mechanisms provide utilities with a disincentive to obtain the lowest possible cost

commodity, because the costs are simply passed through to the ratepayers, and points to the fact that

18. the Company has made no demonstrab1e.effo1*tto procure alternative, lower cost sources of power

(see Tr. at 60, 628) as an illustration of the problem created by adjustors (City Br. at l6)

The Company asserts that mere is a significant likelihood that the Company's cost for pow.er

provided by APS will increase in the near future, citing IAPS' recent application filed on July 22

2005. The Companyargues that APS' recently approved.Power Supply Adjustor makes theI I

Company's costs for power at least as volatile as APS"cost of produciNg that power (Co. Br. at 27)

We donut agree. APS' Power SupplyAdjlistorcontainsmunerous. complex safeguards designed to

26 . limit volatility tO ratepayers (see Decision Not 67744. at 13-19).~ While we take notice of APS' Judy

APS.made a filing on July 22, 2005 in Docket No. E-01345A-05-0526 requesting recovery of unrecoverecl fuel and
purchased power costs through the Power Supply Adjustor approved Decision No. 67744 (April 7, 2005)
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22, 2005 filing, the outcome of the filing isunMow. The effect it May have on Arizona Water's

2 expenses, if any, is not known and measurable. The expenses we approve herein already include an

3 adjustment for known .and measurable post-test year changes in the Company's electricity costs (see

4 Section V.B above)

The Company's Ajo system is the only Arizona Water system at retWnS a purchased water

adjustment mechanism. The rates we approve herein also take into. account a recent rate increase

granted to AIC, its water source supplier for the Ago system (see Hubbard Dt. at 27-28). f ArizonaIO

Water has already passed those increased costs .on tb its Ajo customers through the i existing

10 adjustment mechanism, and following this Decision, will recover those costs in base rates for the

11 system, reducing the adjustor to a zero balance (id.). Prior to the 2004 AIC rate increase, Ago

system's water costs had not changed for 15 years (Tr. at 636). Arizona Water's witness Kennedy

testified that AIC will likely raise its rates due to the necessity to treat for arsenic under the new EPA

standard in the next couple of years (Tr. at 636_637). Rather than simply authorizing the Company to

pass through as-yet unknown possible increased costs to rat@ayers,we find it more reasonable to

insider any increased costs dice to AIC'S arsenic remediation in Arizona Water's next rate case

18 when the magnitude of any increased costs will be known and measurable, and can be examined the

19 context of the Company's other concunentf expenses, along with any possible cost-reducing

alternatives

There is a danger of pieceuneal regulation.inherent in. adjustment mechanisms. Because. they

allow automatic increases in"rates without a simultaneous review .Of a utility's unrelated costs

adjustment mechanisms .have.a .built-.in potential of allowing a Utilityto increase rates based On

certain isolated costs. when its other costs are declining, or when overa11` revenues are increasing

26 faster thai costs due t<) customer `. Adjustment mechanisms should therefore be used only in

Decision No. 67092 (June 29, 2004)
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extraordinarybircuxnstances to mitigate Lhe effect of uricoxiuollablé price .volatility or unqerthinty in

the marketplace..'We have evaluated .the propriety of contin.\iing the Company's existing purchased

3 water.and purchased PowerjdjuStment mechanisms in the Western Group based on all relevant

factors, including the APS Power Supply Adjustor. EThe evidence Presented in this case does not

support .a finding that the Compaq;y's power wild water Wpply. edstsUe subjeet.to. a degree of price

volatility or liricertainty. that justices the existen¢e.Qf its. adjustment mechanismS, and we .will

therefore order that they b discontinued

Arsenic Cost Recovery Mechanism

The Company states in its application that under .the new EPA rule reducing the maximum

11 contaminant level ("MCL") for arsenic in drinking water Eros 50 paNs per billion ("ppb") to 10 ppb

effective January, 2006, the Company must construct new arsenic treatment .facilities for its Casa

Grande, Stanfield, and White Tank systems (Kennedy Dr. at 10, Whitehead Dt. at 7-8, Harmon Dt

at 9). A Company-wide accounting order was approved in Docket No. W-01445-04-0473 for the

deferral of operating and maintenance("O&M") expenses for arsenic treatment. Arizona Water is

requesting approval of an ACRM for its WestemGroup that is the same as the ACRM previously

18 approved for the systems iN its Norther and Eastern Groups Arizona Water states that its proposed

19 ACRM would allow the Company to recover capital costs and certain recoverable O&M costs

directly related td the construction and continued operation of facilities required to comply with the

new EPA MCL of 10 ppb for arsenic. In. the application, Arizona Water .estimates the total capital

cost of the new facilities at $13.6'mi11ion, and estimates annual O&M expenses Of $2.1 Million..No

party objected to the Company's request, wMchis reasonable and. will be adopted

Depreciation Rates

Staff recommends ladoption in this case of the previously approved Company-wide

depreciation .schedule by National Association. of Regulatory Utility ComMissioners ("NARUC")
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account that is presented bnpage.18 of the direct testirnofny of Arizona Water witness Ralph Kennedy
I
I

g.
I in .this proceeding (Harmon Dr. at 5); This recommendation is reasonable and will be adopted

Non-Potable Water Tariff

Staff recommends that Arizona Water Company be required to file, within 60 days of this

Decision, a new aNon-Potable CAP Water tariff for its Casa Grande, Coolidge and White Tank

systems which conforms to the new Apache Junction Non-Potable Central Arizona Project Water

tariff approved in DwisionNo. 66849 (Harmon Dt. at 10-12). This recommendation is reasonable

and will be adopted

MAP Tariff

Staff recommends the continuation of the Company's MonitOring Assistance Program

Surcharge ("MAP") surcharge, but recommends that the COmpaNy's MAP surcharge tariff, MA-262

be revised, Company-wide, to conform with the new ADEQ MAP fee structure, which is no longer

based upon meter size. Staff further recommends that the Company be required to file as a

compliance item in this matter, within 60 days of this Decision, but no later m the Company's

annual surcharge calculation for each water system participating in the MAP, a revised MA-262 tariff

18 for review and certification (HarmOn Dt. at 5-6). This recommeNdation is reasoNable and will be

19 adopted

20

Having considered the entire record hereiN and being fully advised in the premises, the

Commission finds. concludes. and orders that

FINDINGS OF FACT

26

27

On September 8, 20044 Arizona Waterfiled aN application with- the Commission for a

rate increase"for the Company's WestemG1joup systems, which include Aj.O,. Casa Grande, Coolidge

Stanfield. arid White Tank

28 Arizona Water operates a total of 18. water systems located in eight Arizona counties
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1

2

6

9

10

11

12

15

16

17

serving approximately 72,000.custorners. The Western Group systernsserved 20,266 customers at

December 31, 2003, the end of die testy year

Thecurrent rates .and charges for MeQWestem Group. systems were authorized in

4 Decision No. 58120 (December 23, 1992)

ON September 24, 2004, Staff filed a Motion to Require Supplemental Sufficiency

InformatiOn, or in the Alternative, to,Suspend"the Rate Case Tirneclock ("Motion"). The Motion

requested that the Company be required to submit an inverted tiered rate.designas a condition Of

sufficiency under the rate caSe time-clock rule, or in .the alternative, that the rate. case time-c1ock be

extended until such time that the Company filed an inverted block rate design. The Motion requested

Oral Argument and expedited consideration

On October l, 2004, Arizona Water filed a Response opposing Staffs Motion

On October 6, 2004, RUCO filed an Application to krtervene

On October 8, 2004,Staff filed aReply to the Company's Response

Also on October 8, 2004, Staff filed a letter informing the Company. that its

application had not met the sufficiency requirements outlined in A.A.C. R14-2-103 because it did not

contain the inverted tier rate design requested by Staff

A telephonic Procedural Conference was held for discussion of procedural issues

18 related to the Oral Argument requested by Staff Arizona Water, RUCO and Staff attended

On October 12, 2004, a Procedural Order was issued setting Old Argument on the19 10.

20 Motion

2.1 11 On October. 12, 2004, RUCO filed a Notice of Lodging RUCO's Response to the

22 Motion

23 12.

24

25

26

27

28

On October 15, 2004, Oral Argument was held on .Staffs Motion as scheduled

RUCO's intervention request was .granted during the proceeding. Alter consideration Of Staffs

Motion, zona'Water's Response, Staffs Reply, RUCO's Response, aha the arguments of Staff

RUCO and Arizona Water on the issues raised in the Motion, the Motionwas denied on the grounds

that the Company had t alreadyprovided aproposed rate design. [The Company was ordered to

respond on a timely basis to any data requests .that Staff or RUCO served on the Company

8.
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13. On October 18, 2004, Staff filed 2 letter notifying Arizona Water that its application

2 met the sufficiency requirements set forth in A.A.C. R14-2-103, and classifying Arizona Water as 3

14.

10

11

12

13

3 Class A utility

On November 18, 2004, a Rate Case Procedural Order was issued setting this matter

5 for hearing and setting associated procedural deadlines

15. On February 3, 2005, Pivotal Group, Inc.fi1ed a Motion to Intervene, which was

7 granted by Procedural Order dated February 15,2005

16. On March 2, 2005, Arizona Water filed a= Certificate of Notice certifying that the

Company caused a copy of the form . of public notice as required by the November 18,. 2004

Procedural Order to be published in the Coolidge Examiner. and Casa Grande Dispatch on January

26, 2005, and that the Company mailed a copy of the form of public notice to each of its customers

beginning with the first billing cycle in February, 2005, with the mailing completed on February 28

2005

Public comment letters in opposition to the Company's proposed rate increase were

15 filed on January 21, 2005,February 11, 2005,FebrUa1'y 28, 2005, March 3, 2005, June 15, 2005, and

14 17.

16 Ju1y29, 2005

17 18. On March 15, 2005, Casa Grande filed an Application for Leave to Intervene, Which

19

20

21

22

18 was granted bY ProcedUral Order issued April 1, 2005

19. On May 19, 2005, Staff filed a Notice of SettlemeNt Negotiation providing notice that

Staff would be entering into settlement negotiations with the Company limited to the subj et of how

to deal with the Company's past, present and future costs associated with its CAP water allotments

A Procedural Conference was held .on June 6, 2005 at the request of Arizona Water20.

24

25 movedh'om June 16, 2005 to June 17,

26

27

23 The Company, RUCO and Staff attended

21. By Procedural Order issuedJune 7, 2005, the commencement date of the hearing was

2005. JUre 16, 2005 was held open for public Comment, as it

Was the date noticed to the public and the Company's customers as the date for the hearing ~to

commence. The date for the Pre-Hearing Conference wasjmoved &ornJune 10, 2005 to June 16

2005, immediately following public comment28

9
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22. On Iurie7, 2005, Casa Grande fildd a Request for.Reinsiatement 'of Original Pre

2 Hearing Conference and One Day Continuation of Hearing Date

23 I On June 8, 2005, a Procedural. Order was iSsued settings Procedural Conference for

4 June*10Q 2005

24. On. JuNe 10. 2005. a Procedural Conference was held as scheduled. Arizona Water

8

9

6 Casa Grande, RUCO and Staff attended and discussed procedural issues related to the heating

25. The Pre-.Hearing Conference was held on June .16, 2005.1Mere Was inopportunity

for public comment on that date. No members of the public appeared tO provide cormuent on the

application

10 26.

11 JuNe 24, 2005.

12

13 27.

A hearing was held as scheduled commencing on June 17, 2005 and continuing on

June 20, June 21, June 22, June 23, and Nonmembers of. the public appeared to

provide comment on the application

Arizona Water, Casa Grande, RUCO and Staff filed closing briefs .on August 1, 2005

14 and Reply Briefs on August 22, 2005

28. Based on the adjusted test year data, as determined herein, the operating income under15

16 existing rates for the Western Group is $1,971,289

29.17 Based on the adjusted test year data, as determined herein, the FVRB for the Western

18

19

20

Group is $23,254,087. By system, the FVRB is as follows: Casa Grande, $17,495,567, Coolidge

$2,713,030; White Tank, $1,898,133, Ajo, $837,088; and Stm5e1d, $310,269

30. A fair and reasonable rate ofretum onFVRB is 8.90 percent

31 The revenue increase proposed by Arizona Water would produce an excessive return

on FVRB

32. The authorized increase in gross annual revenues for the Western Group is $160510

24 BY system, the authorized increase is asfollows: Casa Grande, $89,542, Coolidge, $9,551, White

25 Tank,($4,323), Ajo, $61,365; aNd Stanfield, $4,375

33. For the Casa Grande system, the rates set herein produce an increase in annual

27 .revenues of 1.13 percent which results inamonthly decrease from $25.50 to $25.06, or 1.7 percent

26

28 ($0.44), for the average usage (10,709 gallons). 5/8 X 3/4-inch meter customer,and a monthly
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1 decrease from $20.29 tO$19-98,

2

3

4

5

or 1.5 percent ($0.31), for the median usage (7,370 gallons) 5/8 .x

3/4-inch meter customer. 5/8 x 3/4-inch meter customers with monthly usage of 15,000 gallons will

experience a monthly decrease hcm $32.19 to $32.14, or 0.1 percent ($0.05). However, those 5/8 x

3/4-inch meter customers with monthly Usage. of 20,000 gallons will experience a monthly increase

from $39.98 to $40.39, or 1.0 percent($0.41)

34. For the Coolidge systern,.the rates set herein produce an increase in annual revenues of

7

8

9

10

11

12

13

.67 percent, which results in a monthly decrease from $29.88 to $29.45, or 1.4 percent ($0.43), for the

average usage (l0,080 gallons)5/8 x 3/4-inch meter customer and a monthly decrease from $24.07 to

$23.99, or 0.3 percent ($0.08), for the median usage (7,307 gallons) 5/8 x 3/48inch meter customer

However, 5/8 x 3/4-inch meter customers with monthly Usage of 15,000 gallons will experience a 0.8

percent increase ($0.30) in their monthly bills, from $40.17 to $40.47, and those with monthly usage

of 20,000 gallons will experience a 2.1 percent ($1.04) increase in their monthly bills, from $50.63 to

$5 l .67

14 35.

15

16

17

18

19

20

21

22

For the White Tank system, the rates set herein produce a decrease in annual revenues

of .55 percent which results in a decrease from $45.22 to $44.35, or 1.9 percent ($0.87), for the

average usage (l3,035 gallons) 5/8 x 3/4-inch meter customer, and a decrease from $34.68 to $33.64

or 3.0 percent ($1.04), for the median usage (8,684 gallons) 5/8 .x 3/4>inch meter customer

However, 5/8 x 3/4-inch meter customers with monthly usage of 25,000 gallohswill experience. an

increase in their bills from $74.23 tO $74.93, Or 0.9 percent ($0.70), and those with monthly usage of

50,000 gallons will experience an increase in their bills from $134.83 to $183.80, or 2.9 percent

($3.97)

36.

23

24

25

26

27

28

For the Stanfield system, the rates set herein produce an increase in annualrevenues of

3.34 percent which results Ina decrease from $41.43 to $40.78, or 1.6 percent ($0.64) for the average

usage (9,933 gallons) 5/8. x 3/4-inch meter customer, and a decrease from $34.15 to $33.81, or 1 .0

percent ($0.35), for the median usage (7,521 gallons) 5/8 x 3/4-inch meter customer. However, 5/8 x

3/4-inCh meter customers with monthly usage of 15,000 gallons will experience an increase in their

bills Nom $56.70 to .$58.97,or 4.0 percent ($2.27), and those with monthly usage of 20,000 gallons

will experience an increaSe intheh bills from $71.77 to. $76.97, or 7.3 percent ($5.20)
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37. 'For the 'Ajo"systemn,` the rates set .herein produce an iilcIease in` annual .reveni1.eS of

2

3

14.89 percent which-resultsfin an increase from $41.55to $47.26, or. 13.7 percent ($5.7/), for the

average usage (5,313 gallons) 5/8 x 3/4~inch meter custornerand an increase from $33.67 to $39.31

4 or 16.8 percent ($5.64), fot eMWim usage (3,868 gallons) 5/8 in 3/4;inch meter customer. 5/8 X

5

6

7

3/4-inch meter customers with monthly .usage of 15,000 gallons .will experience an 11.8 percent

increase in their bills, from $94.40 to $105.54 (St l.14), and those with Monthly usage of 20,000 will

experience a 13.4 percent increase in their bills, from $121.68 to $138.04 ($16.33)

38. It is in the public interest to implement. a rate design that promotes long-terih

9 conservation goals by sending appropdatepdce signals to heavier water users

The. Company's proposed single-tier rate design structure does not support our39.

12

41 |

43.

19

20

21

22

23

24

11 conservation goals

40. The rate design approved herein addresses the goals of conservation, efficient water

13 use, affordability, fairness, simplicity, and revenue stability, and is in the public interest

The rates and charges for each system, as attached hereto 'm Exhibit G and

15 incorporated by reference herein, we just and reasonable and shall be approved

42. Arizona Water's proposed ACRM for the Western Group, which .is based On the

17 approved ACRM for its Northern Group and Eastern Group, is reasonable and should be approved

Based on the evidence presented, circumstances do not exist .in this case to justify the

risks of piecemeal regulation inherent in other.adjustment mechanisms, and Arizona Water's Western

Group purchased power and purchased water adjustment Mechanisms should be discontinued

44. The conditions recommended by the Commission's Utilities Division Staff tO be

placed on the implementation of a Central Arizona Project Hook-Up Fee as they appear in Section

II.A.6 of this Order, including the proposed requirements for a Central Arizona Project Water Use

Plan, are reasonable and will be adopted, consistent with the discussion herein

25 45. A11 of the Western Group water systems are within acceptable limits for non-account

26 water. The Company audits.. and monitors monthly water sa1es,"non-revenue water and water

27

28

production, has a program of meter testing=and rep1acement,.and has state of the an leak detecting

correlators and loggers (Harmon Dt.. at 4)
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1 46. The ADEQ has determined that the water systems in the Western Group are ad]

2 delivering water that meets State and Federal drinking water quality standards required by the

3 Arizona Adminismtive Code, Title 18, Chapter 4.

4 47. The Company's Casa Grande,Coolidge, and Stanfield systems are located in the Pinal

5 Active Management Area ("AMA") as designated by the ADWR, and are in compliance with

6 ADWR's monitoring and reporting requirements. Its White Tank system is located in the Phoenix

7 AMA, and is in compliance with ADWR's monitoring and reporting requirements. Its Ajo system is

8 not located in any AMA.

9

10 1. Arizona Water Company is a public service corporation within the meaning of Article

11 XV of the Arizona Constitution and A.R.S. Sections 40-250 and 40~241.

12 2. The Commission has jurisdiction over the Company and the subject matter of the

13 application.

3.

CONCLUSIONS OF LAW

14 Notice of the application was provided in the manner prescribed by law.

15 4. It is reasonable to place conditions on the implementation of the Centro] Arizona

16 Project Hook-Up Fee tariffs approved herein.

17 5. The rates and charges for each system, as attached hereto in Exhibi t G and

18 incorporated by reference herein, are just and reasonable and shall be approved.

19 ¢

20 IT IS THEREFORE ORDERED that Arizona Water Company is hereby directed to file with

21 the Commission on or before November 30, 2005, revised schedules of rates and charges consistent

ORDER

22 with Exhibit G and the discussion herein.

23 IT IS FURTHER ORDERED that the revised schedules of rates and charges shall be effective

24 for all service rendered on and alter December 1, 2005 ,

25 IT IS FURTHER ORDERED that Arizona Water Company's Western Group purchased

26 power and purchased water adjustment mechanisms shall be discontinued effective December 1,

27 2005 »

28 IT IS FURTHER ORDERED that Arizona Water Company shall notify its affected customers

I

I
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1. | of the revised schedules got rates and charges authorized herein by means of an insertuin its next

2 regularly scheduled billing .in a form and manner acceptable to the Commission's Utilities Division

3 .I Staff.

IT IS FURTHER ORDERED that the conditions recomrnehded .by the Commission's Utilities

5 . DivisiOn Staff as they appear in Section II.A.6 of this' Order, including the .PrOposed requiremeNts for

6 | a Central Arizona Project. Water Use Plan are hereby adopted

IT IS FURTHER ORDERED that .the Central Arizona Projem Hook-Up Fee tariffs appearing

8 lim Exhibit A, Exhibit B and Exhibit. C are hereby approved, subject to .the conditions described in the

9 previous Ordering Paragraph, including .but not limited to- the condition that the Central Arizona

10 Project Hook-Up Fee will be reevaluated in Arizona Water Company's next rate case to determine if

ll lit should be continued, eliminated or modified baSed on Arizona Water Company's Central Arizona

12 Project Water Use Plan and any other evidence introduced in. that proceeding; and the condition that

13 ] disapproval of the Central Arizona Project `Water Use Plan shall. result in a refund of collected

14 I Central Arizona Project Hook-Up Fee monies with 6 percent interest

15 IT IS FURTHER ORDERED that Arizona Water Company shall file, on or before November

16 130, 2005, tariffs conforming to the Central. Arizona Project Hook-Up Fee tariffs for its Casa Grande

17 | Coolidge, and White Tank systems approved in the prevl'ous Ordering Paragraph

IT IS FURTHER ORDERED that Arizona Water Company Shall use monies collected

19 pursuant to the Central Arizona Project Hook-Up Fee tariffs approved herein as non-operating

20 revenues solely for the purpose of paying Ongoing and deferred Central Arizona Project Municipal

21 land Industrial capital charges incurred With regard to itsceNtral Arizona Project allocations for each

22 respective system

23 IT IS FURTHER ORDERED that Arizona Water COmpany shall implement the Arsenic Cost

24 Recovery Mechanism for the Westem GrOup in accordance with the Arsenic Cost. Recovery

25 IMechanisrn approved in Decision No; "66400 for.Axizona Water Company's.NorthCm Group and

26 Decision No. 66849 for Arizona Water Company's Eastern Group

IT IS FURTHER. ORDERED. that'.ArizOna.Water Company shall tile with the Coinlilission's

28. locket Control as .Compliance item iirthis Qrnatter, Within 60 days Of this DecisiOn,- anew Nona

DECISION NO 68302



DOCKET no. W-01445A-04-0650

1

2

3

Potable Central Arizona Project Water tariff for its Casa Grande, Coolidge and White Tanks systems

that conforms to the new Apache Junction Non-Potable Central Arizona Project Water tariff

approved in Decision No. 66849, for review and certification

IT IS FURTHER ORDERED that Arizona Water Company shall file with the Commission

docket control as a compliance item in this matter, within 60 days of dies Decision, but no later than

the Company's annual surcharge calculation for each water system participating in the Arizona

Department of Environmental Quality's Monitoring Assistance Program, a revised MA-262 tariff for

review and certification

IT IS FURTHER ORDERED that Arizona Water Company shall annually file as part of its

10 annual report, an affidavit with the Utilities Division attesting that the Company is current in paying

11 its property taxes in Arizona

12 IT IS FURTHER ORDERED that Arizona Water Company shall use the depreciation rates

13 that appear on the schedule presented on page 18 of the Direct Testimony of Arizona Water

14 Company's witness Ralph Kennedy filed in this proceeding.

15 » . |

16 .. 1

17

18 r n •

19 1 I 1

20 I .

21

22 9 , .

23 . u |

24 l » I

25

26 . , I

27

28

5

6

7

8
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DOCKET no..W+01445A-0440650

IT IS. FURTHER ORDEREDthat 1AriZona.Water Company 'shall tile a.lrate hppliéatiori

2 for its WestdM Group no later' September 30,. 2007

IT .IS.FURTHER ORDERED thatthis Decision. shall become 'effective ~immediately

BY ORDER OF THE ARIZONA CORPORATION co1v1m1ss1on
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a

TARIFFSCHEDULE

UTILITY: Arizona Water Company
DOCKET NO.: w-01445A-04-0650

DECISION NO
EFFECTIVE DATE

CENTRAL ARIZONA PROJECT HOOK-UP FEE

CASA GRANDE SYSTEM

Purpose and Applicability

The purpose of the Centra1.Arizona Project ("CAP") Water Hook-up Fee ("CAP Fee") payable to
Arizona Water Company ("the Company") pursuant to this tariff is tO equitably apportion the costs
of CAP water. These charges are applicable to all. new service connections established alter the
effective date of the tariff. The charges are one-tiMe charges and are payable as a condition to the
Company"s establishment of service, as more particularly provided below

I I initious

Unless the context otherwise requires, the definitions set forth in R-14-2-401 of .the Arizona
Corporation Commission's ("Commission") rules and regulations governing .water utilities shall
apply in interpreting, this tariff schedule

Applicant" means any party entering into an agreement with die Company for the installation of
water facilities to serve new service connections

CAP costs" means Commission allowed on-going and deferred costs known as Municipal and
Industrial capital charges incurred by the Company with regard to its CAP water allocations. These
costs shall include allowance for funds used during construction which rate shall be the Company's
annual cost of debt

Company" means Arizona Water Company, an Arizonacorporation

Main Extension Agreement" means any agreement whereby an applicant agrees to advance the costs
of the. installation of water facilities to the Company to serve new service connections, or install water
facilities to serve new service connections and transfer ownership of such water facilities tO the
Company, which agreement shall require the approval of the Cornrnission's Utilities Division (same
as line extension agreement)

Service ConNection" means and includes all service Connections for residential. commercial
industrial, or other uses, regardless of meter size except for temporary services and separate fire
protectioN services

EXHIBIT A DECISION NO; 68302



Meter SizeI FeeH
5/8'' x w' $208

3/4" $208
1 " $208

1-1/2" $733
$1,173
$2,347

4 " $3,667
6" or larger $7,333

III; CAP Hook-up Fee Charges

Each new service connection shall Faythe CAP Fee delved from the following table

Iv. Terms and Conditions

(A ) Assessment of One Time CAP Fee: The CAP Fee may be assessed only once per service
connection, or lot within a platted subdivision (similar to service line and meter installation
charges). However, this provision does not exempt from the CAP Fee, any newly created
parcel(s) which are the result of further subdivision of a lot or land parcel and which do not
have a service connection

(B) Use of CAP Fee: CAP Fees may only be used to pay for CAP costs as defined herein. CAP
Fees shall not be used for expenses, maintenance, or operational purposes

(C) Time of Pavement

(1) In the event that d1e.Applicant is required to enter into a main extension agreement
whereby die Applicant agrees to advance the costs of installing mains to which new
direct service connections will be made, valves, fittings, hydrants and other on-site
improvements in order to extend service in accordance with R-14-2-406(B), payment
of the charges required hereunder for those service connections shall be made by the
Applicant within 15 calendar days after receipt of notification from the Company Mat
the Utilities Division of the Commission has approved the main extension agreement
in accordance with R~14-2-406(M)

(2) In the eventthe Applicant is not required to enter into `a main. extension agreement,'the
charges hereunder shaJ1 be. due and' payable .at the -time the service .is-initially
established

(D) Failure to Pav Charges, Delinquent Pavments: Under no circumstances will the Company set
a meter or otherwise allow service to be established if the Applicant has not paid in full all
charges as provided by this CAP Fee tariff

(E) CAP Fai:Non-refuhdablez The amounts collected by the Compmy gpmsuantto this CAP Fee
Tariff shall be non~refundab1e

EXHIBIT A DECISION NO 68302



(F) Use of Charges Received: All fimds collected by the Company as CAP Fees sh3d1 be used
solely for the purpose of paying for CAP costs as defined herein

(G) CAP Fw"m Addition to Gther Charg'es: The CAPFee'shall be in.addition to any costs
associated with a -Main extension agreeunCnt for on-sitegfaCilities, aha are 'm Uddition to the
amounts to be advanced pursuant to charges authoIizedunder other sections of this tariff

(I-I).. Termination of CAP Fee: . The CAP fee shall be teiirninated when all CAP costs (as defined
herein) have been collected or.when..orde1rcd by the*ComMission, whieheva Occurs first

EXHIBIT A DECISIONNO 68302



TARIFF SCHEDULE

UTILITY: Arizona Water Company
DOCKET NO.: W-01445A-04-0650

DECISION NO
EFFECTIVE DATE

CENTRAL ARIZONA PROJECT HOOK-UP FEE

COOLIDGE SYSTEM

Purpose and Applicability

The purpose of the Central Arizona Proj et ("CAP") Water Hook~up Fee (''CAP Fee") payable to
Arizona Water Company ("the. Company") pursuant to this tariff is to equitably apportion the costs
of CAP water. These charges are applicable to all new service connections established after the
effective date of the tariff The charges are one-time chargeSand are payable as condition to the
Company's establishment of service, as more particularly provided below

Definitions

Unless the context odierwise requires, the definitions set forth in R-14-2-401 of the Arizona
Corporation Commission's ("Cornlnission") rules and regulations governing Water utilities shall
apply in interpreting, this tariff schedule

Applicant" means any party entering into an agreement with the Company for the installation of
water facilities to serve new service connections

CAP costs" means Commission allowed on-going and deferred costs mown as Municipal and
IndUstrial capital charges incurred by the Company with regard to its CAP water allocations. These
costs shall include allowance for funds used during construction which rate shall be the Company's
annual cost of debt

Company" means Arizona Water Company, an Arizona corporation

Main Extension Agreement" means any agreement whereby an applicant agrees to advance the costs
of the installation of water facilities to the Company to serve new service connections, or install water
facilities to serve new service connections and transfer ownership. of such water facilities to the
Company, which agreement shall require the approval of the Commission's Utilities Division (same
as lineextension agreement)

ServiceConnection" means and includes all service connections for residential, commercial
industrial, or other uses, regardless of meter size except for temporary services and separate fire
protection services

EXHIBIT B DECISIONNO. 68302



Meter SizeIII FeeIV

5/8" x 3/4" $150
3/4" $150

.1." $150
1-1/2" $500

$800
$1,600
$2,500

6" or larger $5,000

J

IIIQ CAP HoOk-up Fee Charges

Each new ServiCe connection shall pay the CAP Fee derived 80m the following table

Iv. Terms and Conditions

(A) Assessment of One Time CAP Fee:. The CAP Fee may be assessed only once per service
connection, or lot within a platted subdivision (similar to service line and meter installation
charges). However, this provision does not exempt from the CAP Fee, any newly created
parcel(s) which are the. result of further subdivision of a lot or land parcel and which do not
have a service connection

(B) Use of CAP Fee: CAP Fees may only be used to pay forCAP costs as deNned herein. CAP
Fees shall not be used for expenses, maintenance, or operational purposes

(C) Time of Pavement

(1) In the event that the Applicant is required to enter into a main extension agreement
whereby the Applicant agrees to advance the costs of installing mains to which new
direct service connections will be made, valves, fittings, hydrants and other on-site
improvements in order to extend service in accordance with R-14-2-406(B), payment
of the charges required hereuNder for those service connections shall be made by the
Applicant within 15 calendar days after receipt of notification from the Company that
the Utilities Division of the Commission has approved the main extension agreement
in accordance with R-14-2-406(M)

(2) In the event the Applicant is not required to enter into a main extension agreement, the
charges hereunder shall be due ..and payable at the time the service is initially
established

(0) .FailUre to Pay Charges, DeliNquent Pavments: Under no circumstances will the Company set
a meter or othewviseallow service to be established if the Applicant has not paid in full all
charges as provided by this CAP Fee tariff

(E) CAP FeeNon=re dab1e: The amounts collected by theCompany pursuant to this CAP Fee
Tariff shall be non-refundable

EXHIBIT B DECISION no. 68302



(F) Use of Charges Received: All funds collected by the Company as CAP Fees shall be used
solely forth purpose of paying for CAP costs as defined herein

(G) CAP Fee in Addition to Other Charges: The CAP Fee shall be in addition to any.costs
associated with a main extension agreement boron-site facilities and are. in addition tO the
amounts to be advanced pursuant to charges authorized under .other sections of this tariff.

(H) Termination of CAP Fee: The CAP fee shall be terminated when all CAP costs (as defined
herein) have been collected or when ordered by the Commission, whichever occurs first

EXHIBIT B DECISION NO. 68302



A

TARIFF SCHEDULE

UTILITY: Arizona Water Company
DGCKET NO.: w-01445A-04-0650

DECISION NO
EFFECTIVE DATE

CENTRAL ARIZONA PROJECT HOOK-UP FEE

WHITE TANKS SYSTEM

Purpose and Applicability

The purpose of the CeNtral Arizona Project ("CAP") Water Hook-up Fee ("CAP Fee") payable to
Arizona Water Company ("the Company") pursuant to this tariff is to equitably apportion the costs
ofCAPwater. TheSe charges are applicable to all new service connections established after the
effective date of the tariff The charges are one-time charges and are payable as a condition to the
CompaNy's establishment of service, as more particularly provided below

II Definitions

Unless the context otherwise requires, the definitions set forth in R-14-2-401 of the Arizona
Corporation Commission's ("Cornrnission") rules and regulations governing Water utilities shall
apply in interpreting, this tariff schedule

Applicant" means any party entering into an agreement with the Company for the installation of
water facilities to serve new sen/ice connections

CAP costs" means Commission allowed on-going and deferred costs known as Municipal and
Industnlal capital charges incurred by the Company with regard to its CAP water allocations. These
costs shall include allowance for funds used during construction which rate shall be the Company's
annual cost of debt

Company" meaNs Arizona Water Company, an Arizona corporation

Main Extension Agreement" means any agreement whereby an applicant agrees to advance the costs
of the installation of water facilities to the Company to serve new service connections, or install water
facilities to serve new service connections and transfer ownership of such water facilities to the
Company, which agreement shall require the approval of the Cornrnission's Utilities Division (same
as line extension agreement)

Service Connection" means and includes all service connections for residential, commercial
industrial, of o&eruses,regmdless of meter size except for temporary services and. separate fire
protection services

EXHIBIT C DECISION NO. 68302



Meter SizeV Fee 'VI

5/8" x 3/4" $500
3/4" $500

1 " $500
1-1/2" $1,667

2 " $2,667
$5,333
$8,333

6" or larger $16,667

111. CAP Hook-up Fee Charges

Each new service connection shall pay the CAP Fee derived from the following table

Iv. Terms and Conditions

(A) Assessment of One Time CAP Fee: The CAP Fee may be assessed only once per service
connection, or lot within a platted subdivision (similar to Service line and meter installation
charges). However, this provision does not exempt from the CAP Fee, any newly created
pa.rcel(s) which are the result of further subdivision of a lot or land parcel and which do not
have a service connection

(B) Use of CAP Fee: CAP Fees may only be used to pay for CAP costs as defined herein. CAP
Fees shall note used for expenses, maintenance, or operational purposes

(D) Time of Payment

(1) In the event that.the Applicant is required to enter into main extension agreement
whereby the Applicant agrees to advance the costsof installing mainS to which new
direct service connections will be made, valves, fittings, hydrants and other on-site
improvements in order to extend service in accordance with R-14-2-406(B), payment
of the charges required hereunder for those service connections shall be made by the
Applicant within 15 calender days after receipt of notification from the Company that
the Utilities Division of the Commission has approved the main extension agreement
in accordance with R-14-2-406(M)

(2) In the event the Applicant is not requiredth enter into 2 main extension agreement, the
charges hereunder shall be. due and payable at the time the service is initially
established

(D) Failure to Pay Charges. Delinquent Payments: Under no circumstances will the Company set
a meter or the se allow. service to be established if the Applicant has not paid in: full all
charges as provided by this CAP Fee tariff

(E) CAP Fee Non-refundable: The amounts collected by the CoMpany pursuant to this CAP Fee
Tariff shall be non-refundable

EXHIBIT C DECISION NO; 68302



(F) Use Of Charges. Received: All funds cqlleeted by the Company' as CAP Fees shall be used
solely for the purpose. ofpaying for CAP coSts as definedhereiN

(G) CAP Fee in Addition to.other "Charges:...The CAP ~Fee shadlbe in'addition.to any costs
assOciated.with.`a Main extension. agreement for on-site 'facilities, and 81'e in addition tb the
amounts to be advanced pursuant td charges authorized under other sectionsof this tariff

Termination of CAP Fee: The CAP fee shall be. tennihated when all CAP costs (as defined
herein) have been collected or when ordered by theC0n'unissi0n, .whichever occurs first

EXHIBIT C DECISIONNO. 68302
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ARIZONA WATER COMPANY
.. Page 1 .of 3DOCKET no. w-01445A-04-0650

CASA GRANDE SYSTEM

ALL RECOMMENDED CAP M8J CHARGES RECOVERY(8,605 ACRE FEET)
Customer

Cost/AF GrowthDescriDtiori"

I

M8¢l Balance as of 12/31/2003 3,382,907

2004 M&l charges on 8,605 AF
NP-260 Tariff M&l charges
AFUDC estimate based on 2004 rate (5211 %)
Balance as of 12/31/2004

$30 (avg) 258,150
~98,370
192,492

3,735,179

.2005 M8¢l charges on 8,605 AF
.np7260 Tariff M8¢l charges
AFUDC estimate.based oh 2004 rate
Balance as of 12/31/2005

$28/AF 240,940
-63,812
212,160

4,124,467

$24/AF2006 M&l charges on 8,605 AF
NP-260 Tariff M84 charges
Hook-up fees collected ($208) i
AFUDC estimate based on 2004 rate
Balance as of 12/31/2006

1 ,986

205,520
-54,696

~41.3,088
201,312

4,064,515

$21/AF2007 M&l charges on 8,605 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2007

2,202

180,705
-47,859

-458,016
194,857

3,934,202

$21 /AF2008 M&l charges on 8,605 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2008

2,202

180,705
-47,859

-458,016
188,067

3,797,098

$21 /AF

2,202

I

2009 M&I charges on 8,605 AF
NP-260 Tariff mar charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2009

180,705
~47,859

-458,016
180,922

3,652,851

$21/AF2010 M8J charges on 8,605 .AF
NP-260.Tariff M&l charges
Hook-up fees collected ($208)
.AFUDC estimate based on 2004, rate
Balancers of 12/31/2010

2,202

180,705
-47,859

-458,016
173,405

3,501,086

EXHIBI'1' D 68302
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ARIZONA WATER COMPANY
DOCKET no. W-01445A-04-0650
CASA GRANDE SYSTEM

Page 2 of 3

ALJ RECOMMENDED CAP .M&l CHARGES RECOVERY (8505 ACRE FEET)

Description Cost/AF
Customer
Growth $ Amount

2011 M8J charges on 8,605 AF
NP-260 Tariff M8J charges
Hook-upfees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2011

$21 /AF 180.705
-47.859

_458_015
165.497

3.341.413

2012 M&l charges on 8,605 AF
NP-260 Tariff M84 charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2012

$21/AF 180.705
-47.859

-458.016
157.176

3.173.419

2013 M&I charges on 8,505 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2013

$21/AF 180.705
-47.859

-458.016
148.422

2.996.672

2014 M&1 charges on 8,605 AF
NP-250 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2014

$21/AF 180,705
-47

-458.016
139.212

2.810.714

2015 M&l charges onB,605 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2015

$21/AF 180.705
-47.859

-458.016
129.522

2.515.065

2016 M&l charges on 8,605 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2016

$21/AF 180.705
-47.859

-458.016
119.326

2.409.222

2017 Mal charges on 8,605 AF
NP-260 TariffM&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2017

$21/AF 180.705
-47.859

-458.016
108.600

2.192.652

an
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ARIZONA WATER COMPANY
DOCKET no. W-01445A=~04-0650
CASA GRANDE SYSTEM

ALJ RECOMMENDED CAP M8J CHARGES RECOVERY (8_605 ACRE FEET)

Description Cost/AF = Growth

2018 M&l charges on 8,605 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2018

2019 Mal charges on 8,605 AF
NP-260 TariffMal charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2019

2020 M&l charges on 8,505 AF
NP-260 Tariff M8J charges
Hook-up fees collected ($20B)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2020

2021 M&I charges on 8,605 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2021

2022 M&l charges on 8,605 AF
NP-260 Tariff M8=l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2022

2023 M&lcharges on 8,605 AF
NP-260 TariffM&I charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2023

2024 M&\ charges on 8,605 AF
NP-260 TariffM8J charges
Hook-up fees Collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2024

2025 M&l charges on 8,605 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($208)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2025

DEGISIONNQ



ARIZONA WATER COMPANY
DOCKET no. W-01445A-04-0650
COOLIDGE SYSTEM

STAFF RECOMMENDED CAP M&l .CHARGESRECOVERY (2,000 ACRE FEET)

Cost/AF GrowthDescription

M&\ Balance aS of 12/31/2003

2004 M&I charges on 2,000 AF
Np-250 Tariff M&I charges
AFUDC estimate based on 2004 rate (5.211%)
Balance as of 12/31/2004

2005 M&l charges on 2,000 AF
NP-260 Tariff M&I charges
AFUDC estimate based on 2004 rate
Balance as of 12/31/2005

2006 M&l charges on 2,000 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as cf 12/31/2006

2007 M&I charges on 2,000 AF
NP-260 Tariff Mal charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2007

2008 M&l charges on 2,000 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2008

2009 M8¢l charges on 2,000 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2009

2010 M811 charges on 2,000 AF
NP-260 Tariff M8J charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2010

DEGISIQN NQ



ARIZONA WATER COMPANY
DOCKET no.W-01445A-.04-0650
COOLIDGE SYSTEM

STAFF RECOMMENDED CAP M&l CHARGES RECOVERY (2.000 ACRE FEET)

Description Cost/AF Growth

2011 M&l charges on 2,000 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2011

2012 Mal charges on 2,000 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2012

2013 M&I charges on 2,000 AF
NP-260 Tariff M811 charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2013

2014 M&I charges on 2,000 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2014

2015 M&l charges on 2,000 AF
NP-260 Tariff M8.l charges
Hook~up fees collected ($150)
AFUDC estimate based oh 2004 rate
Balance as of 12/31/2015

2016 M&l charges on 2,000 AF
NP-2B0 Tariff M&l. charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2016

2017 M8J charges on 2,000 AF
NP-260 Tariff M8J charges
Hook-up fees collected (S150)
AFUDC estimate based on 20041rate
Balance as of 12/31/2017

DEGlS!0NNG



ARIZONA WATER COMPANY
DOCKET NO; W-01445A-04-0-50
COOLIDGE SYSTEM

STAFF RECOMMENDED CAP M&l CHARGES RECOVERY (2,000 ACRE FEET)

Description Cost/AF I .Growth

2018 M&l charges oh 2,000 AF
NP-260 TariffM&I charges
Hook-up fees collected ($150)
AFUDC estimate based an 2004 rate
Balance as of 12/31/2018

2019 M&I charges on 2,000 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2019

2020 M&l charges on 2,000 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2020

2021 M&l charges on 2,000 AF
NP-260 Tariff M8¢I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2021

2022 M&l charges on 2,000 AF
NP-260 Tariff M8.I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2022

2023 M&l charges on 2,000 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2023

2024 M8d charges on 2000 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($150)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2024

2025 M&l charges on 2000 AF
NP-260 Tariff Mal charges
Hook-up fees collected ($150)
AFUDC8 estimate based On 2004 rate
Balance as of 12/31/2025

DECISEQN NQ. 68302
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ARIZONA WATER COMPANY
DOCKET no. W-01445A-04-0650
WHITE TANK SYSTEM

Page 1 of 3

STAFF RECOMMENDED CAP M&l CHARGES RECOVERY (968 ACRE FEET)
Customer
GrowthCosUAF $ AmountDescription:

M8=l Balance as of 12/31/2003
I

I

I

506,268

2004 M&l_Qh3[ge5 QrL3§&AF
NP-260 Tariff M8J charges
AFUDC estimate based on 2004 rate (5.211%)
Balance as of 12/31/2004

$30 (avg)

I

I

29,944
0

29,408
564,716

2005 M&I charges on 968 AF
NP»260 Tariff M&I charges
AFUDC estimate based on 2004 rate
Balance as of 12/31/2005

$28/AF 27,104
0

30,840
622,550

$24/AF2006 M&l charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2006

141

23,232
0

-70,500
29,984

605,375

$21/AF2007 M&l charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of t2/31/2007

153

20,328
0

-76,500
28,619

577,823

$21/AF2008 M&I charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected (5500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2008

153

20,328
0

-76,500
27,183

548,834

$21 /AF
I

2009 M&l charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2009

153

20,328
0

-76,500
25,673

518,335

$21/AF2010 M&I charges on 968 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2010

153

20,328
0

-75,500
24,083

486,246

.
I

I EXHIBIT F DECISIONno.
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ARIZONA WATER COMPANY
DOCKET no. W-01445A-04-0550
WHITE TANK SYSTEM

STAFF RECOMMENDED CAP M&lCHARGES RECOVERY (968 ACRE FEET)

GroWthDescription Cost/AF

2011 M&l charges on 968 AF
NP-260 TarlfT M&l charges
Hook-uplfees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2011

2012 M&l chargers on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2012

2013 M&l charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2013

2014 M&l charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2014

2015 M8\l charges on 968 AF
NP-260 Tariff M8J charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2015

2016 M8J charges on 968 AF
NP-250 Tariff M&l charges
Hook~up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2016

2017 M&I charges on 968 AF
Np-260.Tariff M8J charges
Hook-up fees collected ($500)
AFUDC estimate based On 2004 rate
Balance as of 12/31/2017

DECISKJN NG



ARIZONA WATER COMPANY
DOCKET no. W-01445A-04-0-50
WHITE TANK SYSTEM

Page 3 of 3

STAFF RECOMMENDED CAP M&I CHARGES RECOVERY (968 ACRE FEET)
CuStomer

Cost/AF Growth

$21/AF

Description Amount

20th M8.l charges on 958 AF
NP~260 Tariff M8J charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2018

20.328
0

76.500

$21/AF 20.3282019 M&I charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based.on. 2004 rate
Balance as of 12/31/2019

76,500

110.729

$21/AF 20.3282020 M&l charges on 968 AF
NP-260 Tariff M8\I charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2020

76.500

57.400

$21IAF 20.3282021 M&l charges on 968 AF
NP-260 Tariff M&I charges
Hook~up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2021

76.500

$21 /AF 20.3282022 M&l charges on 968 AF
NP-260 Tariff M&I charges
Hook-Up fees collected ($5D0)
AFUDC estimate based on 2004 .rate
Balance as of 12/31/2022

76,500

57.740

2023 M&I charges on 968 AF
NP-260 Tariff M&I charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2023

$21 /AF 20.328

119.848

2024 M&l charges orb 968 AF
NP-260 Tariff M84 charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance as of 12/31/2024

$21/AF 20.328

185.192

$21/AF 20.3282025 M8d charges on 968 AF
NP-260 Tariff M&l charges
Hook-up fees collected ($500)
AFUDC estimate based on 2004 rate
Balance asof 12/31/2025

76.500

DECISION NO 68302



DOCKET NO. W-01445A.04-0650

CASA GRANDE

MONTHLY USAGE CHARGE

$ 10.485/8" x W' Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter

10 Meter

1.05.15
210.25
367.90
367.90
205.20

Note: Currently there are no customers on 10".meters

Gallons included in minimum

Commodity Rates

5/8 x 3/4-Inch Meter
0 to 3.000 Gallons
3.001 to 10.000 Gallons
10.001 Gallons and over

1.4869

1-Inch Meter
0 to 67.000 Gallons
67.001 Gallons and over

1.4869

2-Inch Meter
0 to 296.000 Gallons
296.001 Gallons and over

1.4869

3-Inch Meter
0 to 552.000 Gallons
552.001 Gallons and over

1.4869

4-Inch Meter
0 to 1.195.000 Gallons
1.195.001 Gallons and over

1.4869

6- and 8-Inch Meters
0 to 2.160.000 Gallons
2.160.001 Gallons and over

1.4869

10-Inch Meter
0 to 7.292.000Ga11onS 1. 869

EXHIBIT G
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DOCKET no. W-01445A;04-0650

7,292.001 Gallons and over

Service Line and Meter Installation Charges
(Refundable pursuant to A.A.C. R14-2-205)
5/8" X W' Meter

1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter
10" Meter

(a)
(a)

(C)

Service Charges
Establishment
Guarantee Deposit
Reconnection for Delinquency
(per disconnection)
Re-establishment
Service Call Out
(After Regular Worldng Hours Only)
Returned Check Charge
Meter Reread
(After Regular Working Hours Only)
Meter Test
Late Charge

(d)

(c)

(ft No charge for 5/8" x 3/4" and .1" if on existing pipelines
Full cost for 5/8" x 3/4" and 1" if on new pipelines

(b) Full cost for 2" and larger if on existing ornery pipelines

(<=) Per Commission Rule A,A.C. R14-2-403(B)

(d) Eight times the customer's monthly minimum charge, or
p a yment  of  t he mont hly  minimu m charges since
disconnection, whichever is less

(c) 1.50 percent tier 15 days

EXHIBIT G DECISION rO 68302
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DOCKET NO. W-01445A-04;0650

COOLIDGE

MONTHLY USAGE CHARGE

5/8".X W Meter
l " Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter

10" .MCYSP

s 10.90

174.40
272;50
545.00
872.00
253.50

Note: Currently there are no customers on either 8"or 10" meters

Gallons included in minimum

Commodity Rates

5/8 x 3/4-Inch Meter
0 to 3.000 Gallons
3,001 to 10.000 Gallons
10.001 Gallons and over

1-Inch Meter
0 to 47.000 Gallons
47.001 Gallons and over

2-Inch Meter
0 t0258.000 Gallons
258.001 Gallons and over

3-Inch Meter
0 to 568.000 Gallons
568.001 Gallons and over

4-Inch Meter
0 to 917.000 Gallons
917.001 Gallons and over

6-InchMeter
0 to 1.889.000 Gallons
1,889.001 Gallons and over
8-Inch Meter
0 to 3.055.000 Gallons
3.055.001 Gallons and over

EXHIBIT G DEcision No. 68302



DOCKET NO. W-01445A-04-0650

10-Inch Meter
0 to 4,416,000 Gallons
4,416,001 Gallons and over

1.96
2.24

Service Line and Meter Installation Charges
(Refundable pursuant to A.A.C. R14-2-205)

5/8" x w' Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter

10" Meter

(a)
(H)
(b)
Cb)
(b)
(b)
(b>
(b)

16.00
(c)

16.00

(d)

35.00
25.00

Service Charges
Establishment
Guarantee Deposit
Reconnection for Delinquency
(per disconnection)
Reestablishment
Service Call Out
(After Regular Working Hours Only)
Returned Check Charge
Meter Reread
(After Regular Working Hours Only)
Meter Test
Late Charge

35.00
50.00

(0

(a) No charge for 5/8" x 3/4" and 1" if on existing pipelines.
Full cost for 5/8" x 3/4" and 1" if on new pipelines.

Full cost for 2" and larger if on existing or new pipelines.

n

s

(b)

(c)

(d)

Per Commission Rule A.A.C. R14-2-403(B).

Eight times the customer's monthly minimum charge, or
payment of the monthly minimum charges since
disconnection, whichever is less.

(G) 1.50 percent after 15 days.

EXHIBIT G DECISION NO. 68302



DOCKET no. W-01445A-04-0650

WHITE TANK

MONTHLY USAGE CHARGE

5/8" x %" Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter

10" Meter

$ 16.05

155.40
401.25
802.50
284.00
845.75

Note: Currently there men customers on anymeters larger than 3

Gallons included in minimum

Commoditv Rates

5/8 x. 3/4-Inch Meter
0'to 3.000 Gallons
3.001 to 10.000 Gallons
10.001 Gallons and over

1-Inch Meter
0 to 30.000 Gallons
30,001 Gallons and over

2-Inch Meter
0 to 183.000 Gallons
183.001 Gallons and over

3-Inch Meter
0 to 401 .000 Gallons
401.001 Gallons and over

4-Inch Meter
0 to 1.145.000 Gallons
1.145.001 Gallons and over

6-Inch Meter
0 to 2,359,000 Gallons
2,359,001 Gallons and over

8-Inch Meter
0 to 3.817.000 Gallons
3,817.001 Ga110nS and .0V3'

EXHIBIT G DECISION NO 68302
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DOCKET NQ.W-01445A_04-0650

10-Inch Meter
0 to 5.518.000 Gallons
5.518.001 Gallons and over

Service Line aNd Meter.Installation Charges
(Refundable Pursuant to A.A.C. R14-2-205)

5/8" x W' Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter

10" Meter

(H)
(a)

0=)

Service Charges
Establishment
Guarantee Deposit
Reconnection for Delinquency
(per disconnection)
Reestablishment
Service Call Out
(After Regular Working Hours Only)
ReturNed Check Charge
Meter Reread
(After Regular Working Hours Only)
Meter Test
Late Charge

Cd)

(G)

(a) No.charge for 5/8" x 3/4" and 1" if on existing pipelines
Full cost for 5/8" x 3/4" alia 1" ifqn new pipelines

(b) Full cost for 2" and 1argei' if on existing or new pipelines

(c) .Per Commission Rule A.A.C. R14-2-403(B)

<<1) Eight times the Customer's monthly minimum charge, or
payment of the monthly minimum charges since
disconnection. whichever is less

<e> 1 .50 Percent aiier 15 days

EXHIBIT G DECISION NO. , 6830.2



DOCKETNO. W-01445A-04-0650

STANFIELD

MONTHLY USAGE CHARGE

5/8" x %' Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8"Meter

10" Meter

S . 14.65

117.20
234.40
366.25
732.50
172.00
684.75

Note: Currently there are no customers On any meterslarger than 2

Gallons included in minimum

Commoditv Rates

5/8 x 3/4-Inch Meter
0 to 3.000 Gallons
3.001 to 10.000 Gallons
10.001 Gallons and over

1-Inch Meter
0 to 29.000 Gallons
29.001 Gallons and over

2-Inch Meter
01to 139.000 Gallons
139.001 Gallons and over

3-Inch Meter
0 to 303.000 Gallons
303.001 Gallons and over

4Jnch Meter
0 to 487.000 Gallons
487,001 Gallons and over

6-Inch Meter
0 to 1,002.000 Gallons
1,002,001 Gallons and over

8-Inch Meter
0 to 1.620.000 Gallons
1,620.001 Gallons and over

EXHIBIT G DECISION NO 68302
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DOCKET no. W-01445A-04-0650

10-Inch Meter
0 to 2,341,000 Gallons
2,341,001 Gallons and over

2.89
3.60

Service Line and Meter Installation Charges
(Refundable pursuant to A.A.C. R14-2-205)

5/8" x W' Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
8" Meter
10" Meter

(a)
(a)
(b)
(b)
(b)
(b)
(b)
(b)

16.00
(c)

16.00
(d)

Service Charges
Establishment
Guarantee Deposit
Reconnection for Delinquency
(per disconnection)
Reestablishment
Service Call Out
(After Regular Working Hours Only
Returned Check Charge
Meter Reread
(After Regular Working Hours Only)
Meter Test
Late Charge

35.00
25.00

35.00
50.00

( 0

(H) No charge for 5/8" x 3/4" and 1" if on existing pipelines.
Full cost for 5/8" x 3/4" and 1" if on new pipelines.I
Full cost for 2" and larger if on existing or new pipelines.(b)

(<>)

(<1)

Per Commission Rule A.A.C. R14-2-403(B).

I

Eight does the customer's monthly minimum charge, or
payment of the monthly minimum charges since
disconnection, whichever is less.

(6) 1.50 percent after 15 days.

EXHIBIT G DECISION no. 68302



DOCKET no. w-01445A-.04_0650

MONTHLY USAGE CHARGE

5/8" x %"Meter
1" Meter
2"Meter
3" Meter
4" Meter
6" Meter
8" Meter
10" Meter

s. 21,04

170.00
336434
526.00
052.00
683.20

2.419.60

Note: Currently there are no customers on any meter larger than 2

Gallons included in minimum

Commoditv Rates

5/8 x 3/4-Inch Meter
0 to 3.000 Gallons
3.001 to 10.000 Gallons
10.001 Gallons and over

1- and 2-Inch Meters
0 to 25.000 Gallons
25.001 Gallons and over

3-Inch Meter
0 to 165.000 Gallons
165.001 Gallons and over

4-Inch Meter
0 to 325.000 Gallons
325_001 Gallons and over

6-Inch Meter
0 to 775.000 Gallons
775.001 Gallons and over

8-Inch Meter
0 to 1.310.000
1.310.001 Gallons Andover

10 Inch Meter
0 to 1.940.000 Gallons
1.940_00l Gallons and over

EXHIBIT G DECISION NO 68302



DOCKET NO; W-01445A-04-0650

Service Line and Meter Installation Charges
(Refundable pursuant to A.A.C. R14-2-205)

5/8" x W' Meter
1" Meter
2" Meter
3" Meter
4" Meter
6" Meter
87? Meter

10" Meter

(a>
(a)

€b3
(b) _

16.00
(c)

16.00
(d)

Service Charges
Establishment
Guarantee Deposit .
Reconnection for Delinquency
(per disconnection)
Reestablishment
Service Call Out .
(After Regular Worldng Hours Only
Returned Check Charge
Meter Reread
(After Regular Worldng Hours Only)
Meter Test
Late Charge

35.00
25.00 I

35.00
50.00

(e)

(a) No charge for 5/8" x 3/4" and 1" if on existing pipelines.
Full cost for 5/8" x 3/4" aNd 1" if on new pipelines.

I
.

Cb) Full cost for 2" and larger if on existing or new pipelines.

(<=) Per Commission Rule A.A.C. R14_2-403(Bl.'

(d) Eight times the custOMer's monthly minimum charge, br
payment of the monthly Minimum charges since
disconnection, whichever is less.

(@) 1.50 percent after 15 days;
3

I
I

K

:
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ARIZONA WATER COMPANY
3805 n.BLACK CANYON HIGHWAY, PHOENIX, ARIZONA85015-5351

PHONE: (602) 240-6860 D FAX: (602)240-6878
p.0. BOX 29006, PHOENIX, ARIZONA 85038-9006

WWW.AZWATER.COM

May 1, 2009

Wesley Van Cleve
Attorney, Legal Division
Arizona Corporation Commission
1200 W. Washington Street
Phoenix, AZ 85007

Re : Arizona Water Company's Responses to Arizona Corporation Commission
Staff' s Twelfth Set of Data Requests and Revised Attachment to Staff' s Eleventh
Set of Data Requests
Docket No. W-01445A~08-0440

Dear Mr. Van Cleve:

Arizona Water Company's Responses to the Arizona Corporation Commission Staffs
Twelfth Set of Data Requests as well as a revised attachment to Staffs Eleventh Set of Data
Requests (No. BKS l1.l6) are enclosed in both hard copy and single-disk format.

Very truly yours,

Robert W. Geake
VicePresident and General Counsel

far
Enclosures

EXHIBIT

s-s
E-MAIL: mail@azwater.com

Cz\DOCUMENTS AND SETTINGS\LROCK\LOCAL SETTlNGS\TEMPORARY INTERNET FILES\CONTENT.OUTLOOK\0WFQCRY7\CVRLTR_AWC RSP TO STAFF 12TH DR_050109.DOC
RWGIJRC 1:05 PM 5/1/2009
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IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER COMPANY FOR
APPROVAL OF AN AGREEMENT WITH THE
PARADISE VALLEY COUNTRY CLUB.

BEFORE THE ARIZONA CORPORATIONCO1vnvuomu1¥
nona 0rporatl0n Commission

DOCK D

1 .

2 COMMISSIONERS

3

4

5

JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL
MARC SPITZER
MIKE GLEASON
KRISTIN K. MAYES

JUL 2 8 2006

6

7

8

9

10

IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER COMPANY, AN
ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES BASED THEREON FOR
UTILITY SERVICE BY ITS PARADISE VALLEY
WATER DISTRICT.

DOCKETNO. W-01303A-05-0405

11 DOCKET no. W-0l303A-05-0910

12
DECISION no. 68858

13

14 OPINION AND ORDER

15 DATES OF HEARING:

16 PLACE OF HEARING:

March 27, 28, 29, and April 3, 2006

Phoenix, Arizona

Teena Wolfe

Lr

17 ADMINISTRATIVE LAW JUDGE:

18 APPEARANCES : Mr. Craig A. Marks, Corporate Counsel, on behalf of
Arizona-American Water Company;

19

20
Mr. Daniel Pozefsky, Attorney, Oni behalf of the
Residential Utility Consumer Office; and

9

21

22

Ms. Maureen A. Scott, Senior Staff Counsel, and Mr.
Keith A. Layton, Attorney, Legal Division, on behalf of
the Utilities Division of the Arizona Corporation
Commission.

23

24

25

26

27
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1 BY THE COMMISSION

INTRODUCTION

4

5

6

7

8

9

On June 3, 2005, Arizona-American Water Company ("Arizona-American" or "Company")

filed with the Arizona Corporation Commission ("Commission") an application for a rate increase in

its Paradise Valley Water District ("District"). The application also requests approval for the District

of an Arsenic Cost Recovery Mechanism for investments required by the Company to comply with

federal water arsenic reduction requirements; a High Block surcharge that would be imposed for

conservation purposes on usage in the highest consumption block; and a Public Safety surcharge for

investments by the Company related to improvement of fire How facilities

Arizona-American serves approximately 131,000 customers throughout the State of Arizona

l l pursuant to various Certificates of Convenience and Necessity granted by the Commission to the

12 Company and its predecessors in interest. The District serves approximately 4,737 metered

13 customers, 93 percent of whom are residential customers, located in portions of the Town of Paradise

14 Valley, the City of Scottsdale, and unincorporated Maricopa County.

15 A.

16 By Procedural Order issued August 15, 2005, a hearing was set in this matter to commence on

17 March 27, 2006. A Procedural Order was issued on February 28, 2006 consolidating the Company's

18 rate application with the above-captioned application filed by the Company on December 22, 2005,

19 requesting Commission approval of an agreement between the Company and the Paradise Valley

20 Country Club ("PVCC") that would allow PVCC a 15 percent discount from the_Company's standard

21 turf rates.

22 Intervention was requested by and granted to the Residential Utility Consumer Office

23 ("RUCO") and PVCC. The Town of Paradise Valley ("Town") tiled a letter requesting intervention

24 on March 20, 2006, but later filed a letter on March 27, 2006 withdrawing its intervention request.

25 No other intervention requests were tiled.

26 On October 26, 2005, the Company docketed an affidavit certifying that a copy of die notice

27 required by the August 15, 2005 Procedural Order was included in each September 2005 bill mailed

28 to customers in the Company's Paradise Valley Water District.

Procedural Histow
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1 The rate application originally included a ̀ request for an Accounting Order authorizing the

2 . deferral of capital costs incurred by the District related to public safety associated with fire flow.

3 However, on September 16, 2005, the Company filed a letter in this docket including details

4 regarding the requested Accounting Order, and on October 4, 2005, the Company filed in a separate

5 docket, Docket No. W-1303A-05-0704, a request to bifurcate the Accounting Order request from the

6 rate application. The Commission subsequently issued Decision No. 68303 on November 14, 2005,

7 granting the Company's request for an Accounting Order allowing it to defer capital costs related to

8 public safety associated with fire flows. Decision No. 68303 limited the authorized deferral amounts

9 to depreciation expense and a post in-service allowance for funds used during construction

10 ("AFUDC") with interest rates set at the Company's cost of debt concurrent with the deferral period.

l l For convenience of reference, a copy of Decision No. 68303 is attached hereto as Exhibit A.

12 A hearing was held as scheduled commencing on March 27, 2006 and continuing on March

13 28, March 29 and April 3, 2006. Several members of the public appeared on the first day of hearing

14 and provided public comment on the application.

15 The Company, RUCO and the Commission's Utilities Division Staff ("StafF') appeared at the

16 hearing and presented evidence before an Administrative Law Judge of the Commission. Following

17 post-hearing filings, which included initial and reply briefs timely filed by the parties on May 5 and

18 May 26, 2006, respectively, the consolidated matters were taken under advisement.

19 On July 3, 2006, the Town filed in these consolidated dockets a Motion for Leave to File

20 Amicus Curiae Brief to which was attached an amicus curiae brief 1

21 B. Rate Application

22 The current rates and charges for the District were authorized in Decision No. 61831 (July 20,

23 1999), based on a test year ended June 30, 1998, and became effective on August 1, 1999. The

24 current rate application is based on a twelve month test year ended December 10, 2004. The

25 Company is requesting an increase in revenues for the District of $427,939, for an increase of 8.43

26 percent over test year adjusted revenues of $5,079,195, for a total revenue requirement of $5,507,134.

27

28

1 Due to the lateness of the filing in relation to the timing requirements for the docketing of a recommended Opinion and
Order for Commission consideration, the amicus curiae brief could not be considered in the preparation of the
recommended Opinion and Order.
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11. RATE BASE

1.

I

I
I

1 RUCO is recommending a decrease 'm revenues of`$436,352, or 8.59 percent, from test year adjusted

2 revenues of $5,079,195, for a total revenue requirement of $4,642,843. Staff is recommending a

3 revenue increase of $254,164, or 5.0 percent over test year adjusted revenues of $5,079,l95, for a

4 total revenue requirement of $5,333,359. Based on adjustments to the Company's filing as set forth

5 herein, we authorize an increase in revenues of $199,371, which is a 3.93 percent increase over test

6 year adjusted revenues of $5,079,195, for a total revenue requirement of $5,278,566.

7

8 The Company proposes an adjusted test year Original Cost Rate Base ("OCRB") of

9 $14,412,903. Stair is in agreement with this amount. RUCO proposes an adjusted test year OCRB

10 of$10,809,498.

l l A . Plant in Service

12 The Company proposes adjusted test year plant in serv ice of $32,508,049 Staff also

13 recommends $32,508,049, and RUCO recommends $29,358,325.

14 Post-Test Year Plant - Fire Flow Improvement Projects

15 The OCRB proposed by the Company includes $3,018,867 of post-test year plant consisting

16 of fire flow improvement projects known as the Jackrabbit/Invergordon project. '

17 a. Discussion

18 Staff verified that the post-test year plant at issue entered into service in 2005, is revenue

19 neutral, and does not materially reduce operating expenses (Direct Testimony of James J. Dori;

20 Hearing Exh. S-1 at 4-5). Staff recommends inclusion of the fire flow projects in rate base to

21 encourage improvement in public fire safety and to minimize the deferral of costs to future periods

22 pursuant to the Accounting Order adopted by the Commission in Decision No. 68303 (id at 5). The

23 Company initially requested inclusion of post-test year plant amounts in addition to the $3,018,867

24 amount recommended by Stafani Those additional amounts include $105,164 for work orders the

25 Company asserts are associated with the Jackrabbit/Invergordon project, and an additional fire flow

26 improvement project, known as the Nauni Valley Drive improvements, at the Company's asserted

27 cost of $420,755 (Rebuttal Testimony of Joel M. Raker, Hearing Exp. A-15 at 8-9). Staff opposed

28 the inclusion of the additional post-test year Jackrabbit/Invergordon work order costs and the Nauni

6 DECISION T .'< ). 68858
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RUCO believes that the ire flow iMprOvementS .are discretionary expenditures Which should

2 not be included in the District'S.rate base at this time or atany time in the RUCO proposes

3 inStead..that the' Town, as,the~entity.requesting the f1re flow improvements, should contribute the

4 . projects' costs to the' CoMpany; paid for tlireUgh taxes' (RUCO Br. at 9). RUCO argues thafthere is

5 no CommissiOn mle, policy or statlite.thalt goveiiis or sets a"18re How and ho regulatory rate

6 nnaidngpriNciple that requires Or SupportS a. fire flow RUCO asserts that typically When a

7 third party' requests the construction ofadditional Water infrastructure "firm a regulated utility, the

8 Commission requires an advance in aid- of construction ("AIAC") or a' Contribution in aid.. of

9 construction ("CIAC"); .that such rate- treatment is especially appropriate when the- cost . of

10 expenditures outweighs 'the expected revenue from the project (Direct TestimOny of Marylee Diaz

l l Cortez, Hearing Exp. R - l l at 8); 'and that it is appropriate in this case because the foe How

12 improvements are non-revenue producing. RUCO argues that while ratepayers in the District may be

13 able to absorb increased rates. associated with placing the tire flow improvements in rate base

14 ratepayers in other communities may not be able to do so. RUCO fears that allowing the District to

15 include the improvements in rate base will lead to unaffordable water service in Arizona (RUCO

16 Initial Br. atas)

The Company states. that the Town has informed the Company that A.R.S. §9e514 and/Or the

18 Gift Clause in the Arizona Constitution would prohibit the Town from spending general fuNd money

19 to build the fire infrastructure that would be owned bY the Company (See Hearing Exh. R-lL See also

20 Hearing Exh. A-29, a copy of a letter from the Town to Chairman Hatch-Miller dated February 15

21 2006 and signed by Town Manager Thomas M. Martinson, which states; "The Town government

22 cannot, for both statutory and public policy reasons, fund water system improvements for a private

23 utility."). RUCO disagrees with thislegal reasoning. RUCO argues that the Commission should

24 reject the Town's "clair"" that A.R.S. §9-514 prevents it from funding the fire flow improvements

25.. based on the Arizona Supreme Court's holding in Town of Gila Bend v. Walled Lake Door Co., 107

26 Ariz. 545 (1971>,490 P.2d 551 thatA.R.S. § 9-514 deals' with the Power of rnunicipdities to engage

17

27

It must be noted that the Town is not a party to this proceeding

DECISIOTI >. 68858
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1

2

3

4

5

6

7

8

9

10

11

12

13

in competition with businesses of a public nature. Regarding the Gift Clause," RUCO argues that

because the provision of water to provide fire protection is a public purpose for which public monies

can legally be spent, the Gift Clause does not prohibit the Town from paying for the fire flow

improvements, citing Gila Bend at 549-550, 490 P.2d 551, 555-556. RUCO contends that if the

Town were to provide the lire flow related mains to the Company as CIAC, the Company would not

benefit from the Town's expenditure, because the Company's books would reflect the contribution as

an offset to plant in service, and the Company would not earn a return on the contribution. RUCO

also argues that the Town's minimum fire flow ordinance does not require the Company to pay for

the costs of fire flow improvements

The Company disagrees with RUCO's interpretation of Gila Bend that would allow a

municipality to contribute plant to an investor-owned water utility, arguing that the facts in Gila Bend

distinguish it from the facts in this case (Company Reply Br. at 3). Staff also believes the facts of

Gila Bend are significantly different from the facts in this case,primarily because in dies case, unlike

14 in Gila Bend, the Company, and not the Town, will ultimately hold and control the plant. Staff

15

16

17

18

19

20

disagrees with RUCO's interpretation of the legal holdings of the case, and believes that Gila Bend

supports the Town's legal position regarding both A.R.S. §9-514 and the Gift Clause

The Company also disagrees with RUCO's contention that the Town's funding of a $46,175

interconnection from the City of Scottsdale to the Bemeil Water Company system demonstrates that

the Gift Clause does not prohibit the Town from funding the District's improvements (see RUCO Br

at 8-9). The Company points out that the interconnection RUCO refers to would be built and owned

21

22

23

24

Ariz. Const. Art. 9, §7 provides as follows
Neither the state, nor any county, city, town, municipality, or other subdivision of the state shall
ever give or loan its credit 'm the aid o11 or make any donation or grant,_by subsidy or otherwise
to any individual, association, or corporation, or become a subscriber to, or a shareholder in, any
company or corporation, or become a joint owner with any person, company, or corporation
except as to such ownerships ̀ as may accrue to the state by operation or provision of law or as
authorized by law solely for investment of the monies in the various funds of the state

26

RUCO argues that "[i]nterpret'1ng the Town Code to impose such obligations and etTectually raise rates impairs the
Commission's exclusive and absolute power to set rates as set forth in Article 15, Section 3 of the Constitution." (RUCO
Br, at ll, 'Rh 8). If this were true, one could likewise argue that the federal Safe Drinking Water Act or the U.S
Environmental Protection Agency's rules governing maximum contaminant levels for water pollutants impair this
Commission's constitutional audiority. RUCO makes no similar argument against approval of the Arsenic Cost Recovery
Mechanism the Company is proposing in this proceeding

DECISI0I', HJ. 68858
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I

l by the City of Scottsdale, not the Bemeil Water Company (see Hearing Exh. A-31, Town Council

2 minutes &om May 12, 2005), and argues that the Gift Clause therefore would not apply.

3 Stall while acknowledging that the Company's tire flow improvement plan requires a major

4 investment and overhaul of the District's system, recommends including prudently incurred costs for

5 tire flow plant that is used and used because the investment is necessary to comply with the Town

6 ordinance. Staff states that the Town's f ire f low ordinance brings its f ire f low standards up to

7 Unifonn Fire Code standards,7 based upon recommendations of a task force comprised of Town

8 officials, Company representatives and Town residents. Staff points out that the Town is requiring all

9 three water utilities serving the Town to meet minimum tire flow standards, and that much of the

10 District's infrastructure is 40-50 years old. Staff states that Town residents' safety and the protection

l l of their property are highly dependent upon the fire flow improvement program (citing Decision No.

12 68303 at 2). Staff contends that if the Town is legally prohibited from funding the lire flow

13 investments as the Town stated in its February 15, 2006 letter," .allowing rate recovery of the

14 investment may be the only option available to bring the District's water system up to Uniform Fire

15 Code standards in order to provide fire flow protection to the District's customers. Staff further states

16 that it is aware of no previous Commission Decision denying a water company's request for recovery

17 of its investment in tire flow improvements, and that a recent Commission Decision has recognized

18 that this is an important public safety issue that must be addressed

Staff takes issue with RUCO's argument that the Commission typically requires AIAC or

20 CIAC when a third party requests the construction of additional water in'1i'astructurefrom a regulated

19

21 utility, pointing out that under A.A.C. R14-2-406, main extension agreements are discretionary and

22 not mandatory. Staff fiinher argues that it has been the practice of this Commission to limit CIAC for

23 new development, and to require utility investment when necessary to maintain balanced capital

24

25 1 Staffnotes that the Town's ordinance is consistent with the tire flow requirements of the Town of Scottsdale.

26 a See Exhibit A-29.

27

28

9 Decision No. 67093 at 31 (June 30,2004) (Arizona-American Water Company, Inc., Docket Nos.WS~01303A--2-0867
Er al.) (ordering the Company to form a fire flow task force to determine whether water production capacity, storage
capacity, water lines, water pressure, and fire hydrants in the communities served by the systems involved in that rate case
are sufficient to provide the fire protection capacity desired by each community).

10 DECISIO*' we, 68858
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1 structures. In addressing RUCO's position that there is no regulatory rate making principle that

2 requires or supports a fire flow standard, Staff responds that although there is no specific

3 Commission Rule, policy or standard that directly addresses fire flow, the Town's fire flow ordinance

4 addresses public health and safety, and A.R.S. § 40-336"V and A.R.S. § 40-36l.B" give the

5 Commission discretion to approve use of ratepayer funds for fire flow improvement, which is a

6 public health and safety issue. Staff believes that the Company has discretion to upgrade its existing

7 system to meet fire flow requirements, as A.A.C. R14-2-606(H) provides that "[t]he Company may

8 install main extensions of any diameter meeting the requirements of the Commission or any other

9 public agencies having authority over the construction and operation of the water system and mains

10 and supports the Company's exercise of such discretion as long as the plant is used and useful and

l l necessary for the service that is required by ordinances and rules and regulations regarding water

12 quality or quantity (Staff Reply Br. at 9; Tr. at 535-536, 542)

13 b Conclusion

14 The question before this Commission is not the hypodxetical issue of whether A.R.S. § 9-514

15 or the Gill Clause would apply if the Town were to pay for the tire flow improvements as RUCO

16 advocates. The question before this Commission is whether the Company's actual deferred expenses

17 pursuant to Decision No. 68303, which the Company incurred to comply with the Town's fire flow

18 ordinance, should be allowed in rate base as the Company requests. The record here indicates that

19 the improvements are necessary to ensure the public health and safety of the District's ratepayers, are

20 used and useful to the ratepayers in the District, and that the District's ratepayers are largely in

21 support of the improvements and are willing to pay for them through their water utility rates

22

24

A.R.S. §40-336 provides
The commission may by order, rule or regulation, require every public service corporation to maintain
and operate its line, plant, system, equipment, and premises in a manner which will promote and
safeguard the health and safety of its employees, passengers, customers and the public

A.R.S. §40-36l.B provides
Every public service corporation shall furnish and maintain such service, equipment and facilities as
will promote the safety, health, comfort and convenience of its patrons, employees and the public, as
will be in all respects adequate, efficient and reasonable

Tr. at 100, Tr. at 310-314; Hearing Exh. A-29 (copy of a letter from the Town to Chairman Hatch-Miller dated
February 15, 2006 and signed by Town Manager Thomas M. Martinson, also filed in this docket on February 22, 2006)

11 DECISION no, 68858
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l Several District custoMers. who.are.City.. bf Scbtfsdale residents :provided public comment at the

2 hwiiis in opposition to the fire flow improvements, stating that.the improvements'would not beNefit

3 them. The record in.this case shows, however;.tl1at improvements in fire How all

4 customers Who are part.of an interconnected grid regardless ofwhere onthe systemthey are

5 located." Moreover, as the Company argues, most City of Scottsdale Customers of the District will

6 be ¢xenipt &om the Public' Safety. Smfcharge for$.which. the Company is.requesting.approvd in this

7 proceeding

8 RUCO.expresses a concernthat.allowingthe ixivestrnents in'Me base will set a pfecedénf for

9 future rateProceedings for other waterutilities." Our Decision in this matter is limited to the.facts

10 before us in this proceeding, antis not intended to, and should not be interpreted to, set policy with

l l regard' to fire flow improvements. In the event a similar issue arises in another rate case proceeding

12 for another regulated water utility,the~ Commission will considerithe issue based on the totality of the

13 facts andcircumstances atthat Me

14

15
16 Plant Held forFuture Use - Backup Pumping Equipment

17

18

19

20

21

22

23

24

25

26

It is reasonable to include $3,018,867 of "post-test year plant consisting of foe . flow

iMprovement projects, known as the Jackrabbit/lnvergordon project, in test year plant in service

The OCRB proposed by the Company includes $132,682 for two backup submersible pumps

motors, and a transformer for the DiStrict's Well No. 17; Staff ultimately determined .that the

equipment iS used and used because it was used as backup during thetest year, and that due to the

size of the wells and pumps, holding the equipment aS backup is useful to ratepayers because with the

equipment on site, the Company can get Ewell up and running very quicldy compared to the time it

would take to get replacements (Tr. at 381 -382). Staff recommends that the equipment be included in

rate base, but transferred from the plant held for future use aecountto the appropriate plant account

(Tr. ~at 479). On brief; RUCO agreed that the backup equipment is used and useful and has agreed

that it should be includedfin rate base (RUCO Reply Br. at 14). According to the evidence presented

.the backup equipment .is used and useful and should be included in plant in service. As Staff

Cross-examination .testimony of Paul G; Towsley, Tr. at 115

See HearingEnds. A-33

12 DECISION no. 68858



DOCKET no. W-01303A-05-0405

3

4 Based on the evidence presented, $32,508,049 is reasonable for adjusted test year plant in

5 service for the District. Staff and RUCO accepted the Company's proposed AFUDC debt of $950

6 and accumulated depreciation balance of $l0,021,l84. These adjustments to plant in service will be

7 adopted, for a test year adjusted plant in service balance of $22,487,815

8 Gain on Sale of Land

9 The Company sold its former operations/customer center on Casa Blanca Drive for $900,000

10 in 2004, with a net after tax gain on the sale of $481,681, and is proposing sharing the gain with

11 ratepayers on a 50/50 basis, through a surcredit refined over five years (Direct Testimony of David P

12 Stephenson, Hearing Exh. A-19 at 35-36). Staff accepted the Company's surcredit proposal and

13 proposed a three year amortization period instead of five years (Exh. S-1 at 8). The Company

14 subsequently accepted die three year amortization (Rejoinder Testimony of Joel M. Reeker, Hearing

15 Exh. A-

1 recommends, these plant items should be 'removed from the plant held for future use account and

2 placed in the appropriate account

3 Conclusion

16 at 5)

16 RUCO accepts the three year amortization period, and the 50/50 sharing. Rather 'than a

17 surcredit, however, RUCO proposes that the Company offset ratebase by the ratepayers' portion of

18 the pre-tax gain, by means of an amortized deferred liability account, and also that the annual

19 distribution of die gain be recorded on the Company's income statement as a credit to operating

20 expense (Direct Testimony of Timothy J. Coley, Hearing Exh. R-7 at 8). RUCO_is concerned that the

21 proposed surcredit would allow the Company to hold ratepayer money interest-free while the gain is

22 being repaid through the surcredit (Tr. at 334), and argues that it is therefore appropriate to reduce

23 ratebase to reflect the gain as a means to compensate ratepayers (RUCO Reply Br. at 7-8)

The Company disagrees with RUCO's proposal, pointing out that it requires the Company to

pay the capital-gains taxes associated with the sale and then share the pre-tax gain with the

26 customers, and that RUCO admits that its proposed treatment is inconsistent with Commission

27 precedent. Staff also disagrees with RUCO's proposal, and believes that die Staff recommendation

28 provides a simpler and more appropriate method of refunding ratepayers' share of the gain (Tr. at

DECISION no. 68858
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1

1 481, 483). Staff states that the proposed Surcredif mechanism appropriately recognizes thenet tax

2 effect of the gain on the revenue requirement, because as revenue is reduced, the sureredit is

3 amortized, and there would be no tax impact (Tr. at 484, 486).

4 With the three year amortization period proposed by Staff] the surcredit mechanism proposed

5 by the Company for a 50/50 sharing of the post-tax gain on the land sale is a more reasonable and

6 appropriate means of sharing the gain than that proposed by RUCO, and provides a fair resolution for

7 both ratepayers and the Company.

8 C. Cash WorkingCapital

9 Arizona-American performed a lead/lag study, and initially requested working capital in the

10 amount of $350,946, which included $160,359 cash worldng capital. The Company subsequently

l l proposed a revised cash working capital leadAag study, and based on that study revised its proposed

12 cash worldng capital to $115,182 (Rebuttal Testimony of Joel M. Reiker, Hearing Exh. A-15 at 16-

13 19), but ultimately accepted Staffs recommendation to completely eliminate a cash working capital

14 allowance, for total working capital of $190,587.

15 RUCO recommends a negative cash working capital allowance of ($61,432), for total

16 working capital of $129,155. RUCO states that the most accurate way to measure a company's cash

17 worldng capital requirement, or the amount of cash a company must have on hand to cover any

18 differences in the time period between when revenues are received and expenses must be paid, is via

19 a lead/lag study (Direct Testimony of Timothy J. Coley, Hearing Exh. R-7 at 9). RUCO states that it

20 analyzed and reviewed the Company's initial and revised lead/lag studies, and that its proposed

21 ($6l,432) cash working capital recommendation results from adjusting the Company's lead/lag study

22 to include only those items the Commission has allowed in the past (RUCO Br. at 25). RUCO

23 contends that the reason for the disparity between the cash worldng capital calculations of the

24 Company and RUCO is that the Company's calculations include non-cash items (id at 24).

25 We agree with RUCO that a lead/lag study is the most accurate way to determine a working

26 capital requirement, and that a lead/lag study is appropriate for a company of Arizona-American's

27 size. While the Company takes issue with items in RUCO's lead/lag study, the Company proposed

28 no alternative cash working capital allowancebased on alead/lag study (see CompanyReply Br. at 5-
I
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l...6)- .Because RUCO"s rgobrmneddatiqn iS-based. 6n..a lead/lag sandy,wéfind its iecoxnmendaition

2 more reasonable thanthej alto-native proposals of (he.Cdmpany and Stafli Md will .adopt it, for total

3 worldng Capital. of $129,155

4 IIIQ" ORIGINAL COST RATE BASE

The. C6mpdny'.s.p1'opQsed adjusted test y¢ar b8lan9és.for the~Dis1rict; for CIAC of $6,486;559

6 I AIAC of $63S,91.2;customeh' .deposits of $3Q500, and deferredintiome iaéi credits of $1,139,528=Weré

7 not contested and will-béadopted, for.a total. deduction.80m not plant in s¢m7vice.of $8,265,499..; AS

8 discussed above, we aéiopi ~adjusted~t¢si Year working. capital of $129,155, which islanded when plant

9 in Service foran OCRB 0f$14,351.471

10. Iv. FAIR VALUE RATE BASE

The Company did not Propose a reconstructioncost new less depreciation rate base fOrth

12 District, as is allowed by A.A.C. R14-2-103 (Direct Testimony of JohnA; Chelas, H¢aririg'Exh.. S-6

13 .at 6), .Therefore, the.District's fair value mate balse("FVRB'7) is the same as its. OCRB; or

14 $14.351.471

OPERATING INCOME

18

19

The CompaNy proposed adjusted test year operating income of $866,762 .(see.Compafiy Br. at

17 6)..Sta recOmmends $886,714, and RUCO recommends $1,035,400

Rate Case Expense

Theparties on three-yearamortization of rate case expense -but disagree in the amount

20 of recoverable The Company is requesting rate case' expenseOf $301832.-. RUCO Pr°P°s~=s

21 . rate ease expense of$73,179, and Staff proposes $208,700

The Company Originally estimated its rate case expense to be .$282,841 (Direct Testimony of

23 Stacey A. `Fulter,` Hearing Exh. A-22 at- 3). This estimate. included .a .50/50 sharing .between

24 ratepayers and investors' of itsinitiad estimated costs of $158,766 'for the Company's..eost of capital

25 witnesses (id). EThe Company subsequently updateditS estimatejaNd no longer Proposesthe.50/50

26 sharing 'of .the.$158,267 eostsfor .its east of capital MmesXs' (Rebuttal . Testimony 'of Thomas

27 BrodeNck'Hearing'E A-17 at 2. ad. JWMM;I). -The CoMply"m s. that its uestW rate

28 case expense is .reasonable .based On .the complex iSsues in this . ey e .Number for . Many

22
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11

12

documents,the amountOf .discovery,the lengtliOfthe hearing; and the need to tile Post hearing

briefs, and Contends that the expenses fare .not out of line.with"rate case eXpense allowed indecent

.CommissiOn cases (Company .Br. at 1'2, citing $250,000 in rate case expense allowed in Decision No

68302 (NOVember l4,..2005)'and $285,oQ0 iN Decision.INo. 68176 (September 30, 2005))..~ The

Company arguesthat.the $158,267 .expense for retaining 'its Cost of capital .witnesses was' necessary

because of the importance of the issue presented (Cqlnpany Br...at 8)..The 'CoMpany states that

because the issue was one ofjirst iMpression for the Commission and 'one that has implications for-all

future -rate eases, the Company retained the foremost' experts in the field; which was expensive," and

that. presentation of the issue required two expert witnesses, one to explain the MethodOlogy of

10 adjusting returns on equity for differences in capital structure, and one to apply it (id.)

Staffmade 10 adjustments to the Company's original rate case expense estimates (see Direct

Testimony of Alexander .Shade Iggie,. Hearing". Bxh. S-6, Schedule AII-9), and recommended

recovery of $208,700. Staff also reviewed the Company's revised request of $301,832, and continues13

14 to .support recovery of $208,700, noting that the Company's proposal to recover $158,267 for Cost of

1.5 capital analysis is significantly higher than normal and would unduly burden ratepayers (Surrebuttal

16 Testimony of Dacron W. Ca.r1son,*Hearing Exp. S-8 at 7,. HearingExh. S-6 at 10). Staff alsdnoted

17 that the Company's proposal to increase its iNitial estimate of $14,985 for cost of service analysis and

18

19

20

rate design up to $42,677, or l85 percent over its original proposal, was excessive (Hearing Exh S~6

at 10-11); Staffs recommendation includes the Colnpany's original proposal for 50/50 sharing of the

costs of the Company's cost of capital Witnesses, based on.StatT's belief that the benefitS of the cost

21 of capital portion of rate case expenses flow toroth 'investors and ratepayers (Hearing Exh. S-8 at 7)

22 Staff firrther argues that the Company failed to mitigate its costs in expending $158,767 on its cost of

23 capital oomulwts, Who have presented their Methodology in a nmnber Of regulatory forums that

24 have rejected it or failed tO implement it (staff Reply Br. at 22-23; Staff Br. at 15)

26

27

RUCO's arguments regarding the.COmpany's expenses for its~cost of capital,"cost'of service

and rate design analysis and testimony are in accord with Staff's arguments faucet Br. at 13-15)

RUCO also argues that the issues 'm this case ai'e not complex, and disagrees with the Compaliy's

comparison of the complexity of this case to the complexity of the case leading to Decision NO
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1

1 68176 (RUCO Br. at 15-16, RUCO Reply Br. ht 8-9). RUCO based its recommendation for

2 allowable rate case expense on the amount allowed in the District's previous rate case, grossed-up for

3 inflation (Direct Testimony of Rodney L. Moore, Hearing Exp. R-5 at 9-12). RUCO believes that the

4 costs incurred by the Company to argue its request to recover capital investments associated with tire

5 flow improvements are not a justifiable expense (Surrebuttal Testimony of Rodney L. Moore,

6 Hearing Exh. R-6 at 5).

7 For the reasons argued by Staff and RUCO, the Company's original proposal to share the

8 costs of its cost of capita analysis and testimony 50/50 with ratepayers is reasonable, and in this case,

9 provides an appropriate means for the Company to mitigate the expenses associated with retaining

10 outside consultants. Stay's recommendation regarding costs related to cost of service and rate design

l l analysis and testimony also addresses appropriate mitigation of consultant costs. We agree with the

12 Company that this case is more complicated and contentious than the District's previous rate case,

13 which the District and Staff settled, and in which only two contested issues were litigated in a hearing

14 lasting one day. We disagree with RUCO that recovery of expenses the Company incurred

15 requesting recovery of capital investments associated with tire flow improvements should be

16 disallowed, and find instead that reasonable costs for this purpose are justifiable and should be

17 recoverable, as recommended by Stafani We will therefore, in this case, reject RUCO's proposed

18 methodology for measuring rate case expense. We find that Staff's rate case expense

19 recommendation is reasonable and will adopt it, allowing rate case expense for this caseof$208,700.

20 B. Labor and Pension Expenses a

21 RUCO opposes inclusion in test year expenses of employment expenses associated with an

22 arsenic plant operator the Company hired for the District on October 10, 2005. RUCO recommends

23 deductions to payroll expense, payroll tax expense, and pension expense totaling $48,103. As

24 discussed in the section below related to the Company's requested Arsenic Cost Recovery

25 Mechanism ("ACRM"), the United States Environmental Protection Agency ("EPA") has mandated a

26 new standard reducing the maximum contaminant level ("MCL") for arsenic from 50 parts per billion

27 ("ppb") to 10 ppb, effective January 23, 2006, and the Company has budgeted $19 million for capital

28 investment in new arsenic remediation facilities for the District. The Company argues that it is fair to
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1

2

3

4

5

6

8

9

10

11

12

13

17

18

20

21

22

include employment expense for the arsenic plant OperatOr in this case prior to. allowing costs for the

arsenic treatment plant, beeause..it would have been imprudent .to postpone Until 2006 hiring and

training an employee to .Operate a Multi-million dollar plant using new techNology (Company Br.`at

l3). The Company's witness teStified that hiring theernplOyee in 2005 has allowed the employee not

only to familiarize. himself.with the District's entire water system; but also to learnvabout.. the

operations of the other arsenic treatment plants that .are coming online in the .Company's 'other water

districts located.'m the valley (RebUttal Testimony of Brian.K. Biesemeyer, Hearing Exh. A-5 at 2-3)

The Company argues that absent inclusion of labor expenses .for this employee in this ease, the

Company will be unable to recover costs associated with this employee, who is required by,an

unfunded federal mandate, until resolution of the Company's next rate case (Company Br. at 13). We

wish to encourage water utilities to make. the.necessary` financial commitments to satisfy the federal

arsenic mandate, and find that under these specific. circumstances, it is equitable to include the costs

of this employee in test year expenses

Propertv Tax Expense

Property.Tax Calculation

RUCO argues that the Commission should reject the Company's and Staff's recommended

estimates of property tax, based on the calculation methodology adopted by the Commission in prior

rate proceedings, and instead accept RUCO's recommended property tax expense estimates, Which

are.$2,56l lower, based on calculation methodology rejected in numerous priOr rate proceedings

The methodology used bY the CoMpany and Staff to estimate. property tax expense which. is to use

adjusted test year revenues and the projected revenues under the newly approved rates as inputs to the

Arizona Department of Revenue ("ADOR") assessment formula, is the.same methodology adopted in

murderous prior cases over- the objections of RUCO." RUCO.proposes, as it has many times before

25 68302 .(November' 14, 2005) (finding thatis Arizona. Water Company, Decision No. RUCO's calculation
methodology, which uses only historical revenues, unfairly and unreasonably understateS prOperty tax expense, and is
therefore inappropriate for ratemdcing purposes); Chaparral Cii;v Water, Decision No. 68176 (September 30, 2005) (same
Ending); Rio Rico Utilities, Decision No. 67279 (October 5, 2004) (finding that use of only historic revenues understates
the expense level), Arizona American Water Companyg Decision No. 67093 (June 30, 2004); Bella Vista Water Company
Decision No.
has not appealed any of these Decisions

65350 (November 1, 2002);.Arizona Water Company,.Decision No.. 64282 (DeCember 28, 2001). RUCO

7.
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1 to instead use revenues from the test year arid the two years prior to the test year to calculate property

2 tax expense (RUCO Br. at 22).

3 Using only historical revenues to calculate property taxes to include in the cost of seMce fails

4 to capture the effects of future revenue from new rates. RUCO's calculation methodology, which

5 uses only historical revenues, unfairly and unreasonably understates property tax expense, and is

6 therefore inappropriate for ratemaking pLu'poses. RUCO has not demonstrated a basis for departure

7 iron our prior determinations on this issue.1° The Company and Stat*Ps calculation for property tax

8 expense yields the best estimate of the Company's property tax expense for the period in which new

9 rates will be in effect, and we will use that calculation.

10 Miller Road Treatment Facility Property Taxes

11 RUCO advocates reducing properly tax expense by $42,000, which is the amount of property

12 tax RUCO claims is attributable to property located on Miller Road that the Company owns and

13 leases to Motorola. RUCO argues that the property taxes attributable to the property should be

14 considered as part of Motorola's operating expenses and therefore reimbursed by Motorola (RUCO

15 Br. at 12). The Company disagrees with RUCO's proposed adjustment, arguing that it is unnecessary

16 because the property tax expense calculation proposed by the Company and Stay, unlike the

17 calculation proposed by RUCO, uses adjusted test year revenues, and therefore does not include any

18 amount related to either Motorola, the property the Company leases to Motorola, or any otherhon-

19 regulated activity of the Company (Rejoinder Testimony of Joel M. Reiker, Hearing Exh. A-16 at 9).

20 We agree with the Company dirt the adjustment proposed by RUCO would be inappropriate because

21 no property taxes related to the Miller Road property are included in the Company's proposed

22 property tax expense.

2.`

23

24

25

26

27

28

"Rico used its preferred methodology to estimate the District's 2005 taxes, and states that its methodology resulted in
an estimate closer to the Company's actual 2005 property taxes than the calculation methodology adopted by the
Commission in prior rate proceedings and used by the Company and Staff in this proceeding (RUCO Br. at 22-23).
RUCO argues that this proves that its methodology results in a more accurate level of property tax expense than the
Company and Staffs mediodology, RUCO's argument fails to address the fact that new rates will be set in this
proceeding, and that the Commission must establish a level of property tax expense (which is based on revenues) in dais
proceeding Mat estimates the Company's property tax expense for the period in which new rates will be in effect, not for
the year 2005.
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16

17

18

Administrative ahaGeneral Expenses (A&G)

AlP, Performance Pay and Stay.Bonus

The Company is requesting recovery of $18,517 for Arizona Corporate allocated Management

fees related to Annual Incentive Program ("AIP'7) expenses and $1,520 for Arizona Corporate

allocated management fees related to Perfonnance Pay and Stay Bonus expenses. The Company'S

president testified that the Company's AlPis component of.its overall .employee compensation that

is necessary to allow the District to compete for employees in Arizona's tight labor market, agdtliat

if it were eliminated, the Companywould have to raise base salaries to be competitive in the market

and that the plan provides benefits to customers by focusing employees on goals that improve the

Company's ability to deliver. high quality Customer serv ice (Rejoinder Testimony of Paula G

Towsley, Hearing Exh. A-3 at 5)

RUCO recommends that $12,795 of the Company's proposed $20,037 AlP, Performance Pay

and Stay Bonuses be disallowed( RUCO recommends disallowing 30 percent, or $5,555 of the

$18,517 in AriZona Corporate allocated management fees related to the Company's Annual Incentive

Plan expenses, because 30 percent of the AlP..is directly related to Company financial performance

measures and 70 percent to operational and individual performance measures (RUCO Br."at 18)

RUCO argues that the 30 percent portion of AIPexpenses based on financial performance measures

benefit only shareholders (id).. Of the remaining $12,962 'in AlP expenses, and PedomWce Pay and

19 Stay Bonus allocated management fees of $l,520, RUCO contends that half should be disallowed as

20 a way:of sharing the costs 50/50 between ratepayers and shareholders, both of whom RUCO believes

21

22

23

24

25

26

27

28

benefit from the PerformancePay and Stay'BoNusexpenses andthe portion ofAlP expenses that are

based on opemtionad and individual performance measures (RUCO Br; at 18-20)

We agree with RUCO that shareholders are 'the beneficiaries of additional protit the

Company achieves as" theresult ~of the. CoMpany meeting its iinaneial' targets, and therefore find

RUCO's proposal to disallow the 30 percent of the~AIP that is based' On 'the Conipany's.financial

performance measures to be reasonable and appropriate..We do not agree, however,.with RUCO's

proposal to disadlowhalf of the remaining expenses'.aS a means of"slia1ring them 50/50 between

shareholders and ratepayers, because. testimony in this proceeding demonstratesthat the remaining

7.

DECISION no. 68858



DCCKET no. W-01303A-05-0405

I

1 ]expenses are closely related to salary expense, which is not appropriately shared. An adjustment

2 reducing AlP expenses by $5,555 is appropriate and should be adopted

3 2. Reorganizing/Downsizing Expenses

4 RUCO recommends disallowing $42,441 from Arizona Corporate allocated management fees

5 related to the Company's reorga.nization/downsizing and non-incentive pay expenses, based on

6 IRUCO's assertion that these expenses are non-recurring and atypical of test year expenses

7 l(Surrebuttal Testimony of Rodney L. Moore, Hearing Exh. R-6 at 21). In response, the Company

8 [provides no argument in support of allowing these expenses other than a statement that neither the

9 Company nor Staff accept the disallowance (Company Br. at 43, Reply Br. at 12). Standard

10 ]ratemaldng principles do not allow nonrecurring expenses incurred during the test year to be included

l l when determining a company's test year operating expenses, absent justification to the contrary.

12 IRUCO's proposed adjustment of $42,441 is reasonable and should be adopted.

13 3. Ice

14 RUCO recommends disallowing $161 from the Company's Central Division Corporate

15 district allocated miscellaneous expenses for the annual cost of ice. RUCO argues that it is a

16 discretionary expense, that its concern is not the money, but the principle, and that ratepayers 'should

17 [not be burdened with unnecessary costs (RUCO Br. at 20). The Company provided uncontroverted

18 testimony that ice is used to keep water samples at proper temperature until they arrive at laboratories

19 for testing, and that ice is also used to cool down water in large igloo thermoses that utility workers

20 ]can'y on their trucks to keep outdoor workers hydrated (Rebuttal Testimony of Brian K. Biesemeyer,

21 II-Iearing Exh. A-5 at 3). This is a necessary and reasonable expense, and RUCO's proposed

22 | adjustment will not be adopted.

23 4. Security Renovations and Repairs and Indoor Plant Maintenance

24 RUCO recommends disallowing $127 from the Company's Arizona Corporate allocated

25 [ miscellaneous expenses. The recommended disallowance includes both the annual cost of indoor

26 'plant maintenance and security renovations and remodeling costs incurred during the test year.

27 RUCO contends that the Company's proposed indoor plant maintenance expense is not a necessary

28 expense in the provisioning of water service, and that the proposed security renovation and
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l remodeling expenses are nonrecurring. We agree. RUCO's recommended adjustment of $127

2 should be adopted.

3 5.

4 For the reasons discussed above, we find that reductions totaling $48,123 to the Company's

5 proposed allocated A&G expense are reasonable, and will adopt them.

6 E.

7 All parties agree that the District's adjusted test year operating revenues were $5,079,l95. 111

8 accordance with the discussion herein, the District's adjusted test year operating expenses for

9 ratemaking purposes total $4,163,282, for an adjusted test year net operating incomeof $915,913.

10 VI. COST OF CAPITAL

11 Arizona-American, Staff and RUCO presented cost of capita analyses for purposes of

12 determining a fair value rate of return in this proceeding. Arizona-American proposes an overall cost

13 of capital and rate of return of 7.84 percent; Staff recommends 7.24 percent, and RUCO recommends

14 7.10 percent.

15 A. Capital Structure and Cost of Debt

16 The parties agree dirt the Company's capital structure for the test year was comprisedbf 36.7

17 percent equity and 63.3 percent debt. The parties are also in agreement that the Company's cost of

18 debt for the test year was 5.42 percent.

19 B. Cost of Equitv

20 Setting the cost of equity component for purposes of determining a just and reasonable rate of

21 return requires estimation relying on financial analysis. Disagreement easts in this case as to an

22 appropriate methodology to be used, and in what manner it should be used, in order to reach a cost of

23 equity estimate. The expert witnesses testifying on behalf of the Company, RUCO and Staff reached

24 different conclusions based on the use of their models. The Company advocates a cost of equity of

25 12 percent,based on the analysis of itswitnesses. Staff advocates a cost of equity of 10.4 percent and

26 RUCO advocates a cost of equity of 10.0 percent, based on the analyses of their respective witnesses.

27 1. Arizona-American

28 The Company presented testimony in support of its cost of equity proposal through two

I
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1 Hnnns' "mé.rket"vdué.¢apitd. Structure,", an3..then éplculMed the sample hverage ATWAQC andthe

10

i

I

!
I
a

2 cost ofeqMw for a capital .structure Mth.36.7 percent equity (id at 6; App. C, Tables MW48 and

3 MW 19 (DCF),and My-l l  and MJV 22(CAPM and ECAPM)), i f  Order to compute' Arizona

4 American"s Cost of equity soMatiw ATWACC equals that Cf the saMple's ATWACC (CompaNy Br

5 at 23). Using this methodology for theater company sample, Dr. Vi1bert reached cost Of equity

6 estimates for Arizona-Americanranging from 10.2 percent 'to .16.5 percent (Direct Testimony of

7 Michael J. Vilbert,.HearingExh. fA-9, App..c, Tables M.w¢8and MW ll). For the gas .company

8 sample, Dr, Vilbert reached cost of equity estimates for Arizona~American ranging from 10.1 percent

9 to 13.3 percent using the ATWACC (id, App. C, Tables MJV-19 and MN-22)

Dr. Vilbert concluded that the midpoint of his water company sample's overall cost of capital

l l is 6 % percent with a range of 6 % to 7 percent, and the midpoint of the gas company salnple's overall

12 cost of capital is 6% percehtwith a range of 6 % to 6 % percent, for an overall range of 6% to 7

13 percent. Dr. Vilbert asserts that the corresponding cost Of equity at the Company's 36.7 percent

14 equity thickness is 12 % percent (with a range of 12 to 13' percent) for the water compmy sample and

15 12 percent (with a range of ll % to 12 % percent) for the gas company sample, for an 0yeM range

1 6  o f  l l % to 13 percent (id at 7, 59). Based on Dr. Vilbert's analysis, Arizona-American proposes that

17 its cost of equity be set at 12.0. percent for purposes of determining a just and reasonable .rate of

18 return

20

21

The Compa.ny contends that while Staff and RUCO adjusted their.cost of equity estimates to

compensate for Arizona-American's higher leverage risk due to .its debt-heavycapitad structure, the

traditional compensatory methods they used do not go far enough

22

RUCO based its cost of equity recommendation oN the DCF and CAPM analyses performed

24 by its witness .Will iam Rigsby, aha contends that its proposed 10.0 Percent cost of equity is

25 appropriate given the current enviroNment of low inflation and low interest rates (Direct TestiMony

26 of William A. Rigsby, Hearing Exh. R-9 at 47). "Mr. Rigsby's DCF analysis yielded a 9.5 percent

27. cost ofequity reSult for his water company sample and a 9.35 percent result for his gas company

28 sample (id at 27, Sched. WAR-2). HisCAPM analysis resulted in a range from 8.63 percent to

I
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1 10.08 percent for his water company sample and a`range from 8.99 percent to 10.55 percent for his

2 gas company sample (id at 31-32, Sched. WAR-7). Using his CAPM results as a check on the

3 results of his DCF analysis, Mr. Rigsby based his recommendation on the 9.50 percent result of his

4 DCF analysis for water companies ( id ) . Just as he did in Arizona-American's most recent rate

5 proceeding," Mr. Rigsby added 50 basis points to his cost of equity estimate to account for the

6 increased financial risk faced by Arizona-American as a result of the Company's debt-heavy capital

7 structure (id. at 32-34). RUCO believes that the 10 percent cost of common equity estimated by Mr

8 Rigsby is very reasonable when the Company's capital structure of 36.7 percent equity and 63.3

9 percent debt is compared with the capital structures of other publicly traded water providers used in

10 Mr. Rigsby's analysis, which averaged 49.9 percent equity and 50.1 percent debt (id at 48)

11

12 Staffs cost of capital witness Dennis Rogers states that he chose the DCF model and the

13 CAPM model to estimate the Company's cost of equity because the models are widely recognized

14 and accepted as appropriate financial models to estimate cost of equity and this Commission has

15 consistently relied on their results (Direct Testimony of Dennis Rogers, Hearing Exh. S-3 at 13). To

16 calculate his DCF estimate of Arizona-American's cost of equity, Staffs witness used 'both a

17 constant-growth DCF model and a multi-stage or non-constant growth DCF model using six publicly

18 traded water utilities (id at 13-14, Sched. DRR-3). Staffs resulting constant growth DCF estimate

19 was 9.7 percent (id at 24, Sched. DRR-2) and its multi-stage DCF estimate was 9.4 percent (id at 26

20 Sched. DRR-8). Mr. Rogers calculated Staffs overall DCF estimate by averaging his constant

21 growth DCF estimate with his multi-stage DCF estimate, and reached an overall DCF estimate of 9.6

22 percent (id at 26, Sched. DRR-2). Mr. Rogers then used die same sample companies to compute the

23 CAPM to estimate the Company's cost of equity, reaching an overall CAPM estimate of 10.0 percent

24 (id at 27-31). Mr. Rogers obtained the risk-free rate of interest used in his CAPM calculations by

averaging three intermediate-term U.S. Treasury securities' spot rates as published in the November

26 2, 2005 edition of the Wall Street Journal (id at 29). Mr. Rogers states that while the Company's

Staff

Decision No. 67093 (June 30, 2004)
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1 witness criticized StarT's use of intermediate ténn Treasury securities, their time to maturity

2 approximates investors' holding periodand thus investor expectations (id). Staffaveraged the Value

3 Line betas" of its samplewater companies as the proxy for the Company's beta and estimated a beta

4 of 0.71 (id). Staff's overall CAPM estimate is the average of the historical market risk premier

5 CAPM estimate of 9.7 percent and the current market risk premium CAPM estimate of 10.2 percent

6 (id at 33, Sched. DRR-2). Staff averaged its overall CAPM estimate of 10.0 with its overall DCF

7 estimate of 9.6 to reach its average estimate of the cost of equity to the sample water utilities of 9.8

8 percent (id at 34). Staff reached its 10.4 percent cost of equity recommendation for the Company by

9 addition of a tinancid risk adjustment of 60 basis points to Staffs average estimate of the cost of

10 equity to the sample water utilities (id at 34-35).

11 Staff is critical of Dr. Vilbert's method of estimating the market value capital structure for

12 each of his sample companies by estimating the market values of common equity (using price per

13 share times the number of shares outstanding), preferred equity (using book value) and debt (using

14 book value) ham the most recent publicly available data. Staff states that the Company's use of

15 market value capital structures has no relation to the actual book value capital structure and their use

16 produces a return on equity estimate that is conjectural and speculative in nature. Staff Witness

17 Rogers explained that use of a market value capital structure to estimate the cost of equity is

18 predicated on the underlying erroneous logic that the Commission is obligated to maintain stock

19 prices and perpetuate an ongoing rising spiral between revenues and stock prices (id at 37). Staff

20 also points to a lack of logic in the equitable leverage compensation method's assumption that the

21 market value of the Company's stock equals its book value because it is not publicly traded, while

22 Dr. Vilbert estimated market values for the sample companies that exceed book values.

23 Regarding Dr. Vilbert's use of the ECAPM, Staff states that the adjustment used in the

24 ECAPM has the effect of flattening the risk/return relationship, which has the effect of raising the

25 estimated cost of equity for companies with betas below 1.0 and lowering it for companies with betas

26 above 1.0. As stated above, Staffs estimated beta for the Company is 0.71. Staff so points out that

27

28
ma Beta measures the systematic risk of a company. The market's beta is 1.0, therefore, a security with a beta higher than
1.0 is riskier than the market, and a security with a beta lower than 1.0 is less risky than the market.
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1

I the betas published by Value Line that are Used bylits witness in his CAPM calculations are already

2 adjusted, and there is nothing 'm the record to indicate that Dr. Vilbert's adjustment under his

3 ECAPM is superior to the method currently used by Staff and accepted by the Commission in the

4 past. Stalff asserts that the Company has produced no evidence that its estimates using the ECAPM

5 are representative of the risk/retum relationship for utility investments, and the Commission should

6 therefore reject Dr. Vilbert's proposed ECAPM methodology.

7 Staff notes that the Company failed to use any historical growth rates or examine forecasts of

8 dividend growth in its DCF estimates, but instead chose to rely on less reliable forecasted growth

9 rates from Institutional Brokers' Estimate System and Value Line. Staff also notes that the

10 Company's estimates did not consider dividend per share growth in its DCF analysis, despite the fact

l l that it is a fundamental component of a constant-growth DCF method.

12 4. Discussion

13 Both RUCO and Staff used long-standing methodologies approved by the Commission to

14 reach their estimates and resulting recommendations for 10.0 percent and 10.4 percent respectively,

15 while the Company is using a novel and not widely recognized methodology to attain its 12.0 percent

16 cost of equity recommendation. The equitable leverage compensation model used by the Company's

17 witnesses to reach the proposed 12 percent cost of equity for the District produces an inf lated

18 estimate that would overcompensate for the Company's f inancial risk and would require the

19 Company's customers to overcompensate its investors.

20 The Company claims the Commission has been "overcompensating investors in low-leverage

21 utilities and under-compensating investors in high-leverage utilities" by rewarding companies with

22 higher returns on equity as equity ratios increase (Company Br. at 43). The Company argues that

23 because interest on debt is tax free companies should be encouraged, within reason, to borrow funds

24 rather than f inance new investments with equity, but that because the Commission rewards

25 companies with higher returns as equity ratios increase, Arizona companies are reluctant to issue low-

26 cost debt ( id) . Arizona-American's capital structure itself, with its 63.3 percent debt, belies this

27 argument.

28 The Company cites as justification for its requested 12.0 percent cost of equity the fact that

I
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1 .. federalmandates are forcing the'.Cbrnpalny to heavily invest in new arsenic..reMediation facilities, and

2 tiiet its customers are demanding massive new .investlnentSto satisfy new fire flow

3 reqiiirernents..In this very proceeding, however,,.we are granting the.Distlrict's request to implement

4. an ACRM mechaniSm 'which' emehles the Company Te .seek approval for eicpedited recovery et capital

5 easts and e Significant' portion Of O&M:ebsts asSociatedwith remediation. We are glib

6 approving both ja .High Bloek.f surchergc and a'..Pub1ie. Safety 'surcharge to pay for tire. flow

7 investments. These. mechanisms' mitigate -the ~risks~:associated ;hose .capital investment

8 requirements, and eliminate the need for the hi@erMtes of return the COmpany advocates

The Company has provided inadequate justification for acceptance of its "equitable leverage

10 compensation" methodology, which would constitute a break with long-standing precedent. As Staff

l l points out, the methodology proposed by theCompany has been rejected or not adopted by every

12 state commission before which it has been presented with the exception of one; by the FERC; and by

13 regulatory bodies outside the United States (Staff Br. at 15). ~RUCO and Staff appropriately

14 addressed the Company's higher debt ratio by the generally accepted regulatory. means of accounting

15 for iinanciad risk, adding basis points to die . results of their CAPM and . DCF analyses. ~ The

16 Company's methodology would result in an upward adjustment Of 360 basis points as compared with

17 StafFs proposed upward adjustment of 60 basis points and RUCO's proposed 50 basis point

18 adjustment. We find such an upward adjustment tobe outside the zone of reasonableness and must

19 reject it

20

21

22

23

24

25

26

27

28

Finally, while the Company complains that the most recent authorized returns on equity

authorized by this Commission for other Arizona-AMerican operating districts are at thelowerend of

the range that has been . authorized' for.its~ subsidiaries I throughout the United States, Stat?

demonstrated at the hearing that the Median rate of return on equity for the subsidiaries is currently at

l0.09.percent, aNdStarT's recommended 10.4 percent returnen equity would put the District iN the

upper range of authorized returns on equity for Arizona-Arnerican's other Subsidiaries nationwide

(Hearing Exh. S-12 at 2).. We find that Staffs recommended cost of.equity capital in this proceeding

achieves an appropriate .result that' is supported by .the evideNce, and. that adoption of Staffs

recommendation resudts.in a just and reasonable return for the District .based on the record in this
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1

4

Percentage

63.3 %

36.7 %

Cost

5.4 %

10.4 %

Weighted Cost

3.42%

3.82 %

7.24 %

AUTHORIZED INCREASE

I

1 proceeding.

2 We therefore adopt a cost of equity of 10.4 percent, which results in an overall weighted cost

3 | of capital of 7.24 percent.

C. Cost of Capital Summand

5

6 Long-Term Debt

7 Common Equity

8 Weighted Average Cost of Capital

9 I VI I .

10 With the adjustments adopted herein, the District's adjusted test year operating income is

ll | $915,913. Applying the fair value rate of  return of  7.24 percent to the District 's FVRB o f

12 | $14,351,471 produces a required operating income of $1,038,329. This is $122,416 more than the

13 | adjusted test year income under existing rates. The required increase in gross annual revenues for the

14 I District is $199,371, for a 3.93 percent increase over test year adjusted revenues 19

15 IVIII. RATE DESIGN

16 A. General Rate Design

17 Rate design was not a contested issue in this proceeding. The District currently has a

18 | conservation oriented three-tier inverted block rate design, with no gallons included in the minimum.

19 IAn exception to this is the District's former Mummy Mountain Water Company customers, who

20 | currently have a single tier commodity rate and 1,000 gallons included in .the minimum. The

21 | Company is proposing to align their rates MM the rates charged to the District's other ratepayers

22 | The Company also proposes the addition of a second (high block) tier of 25,000,000 gallons/month to

23 | its turf irrigation tariff commodity rate, but at the same commodity rate as the first tier, so that a

24 | portion of the PVCC's monthly usage may be subject to the High Block surcharge, discussed below

25 | (Rebuttal Testimony of Thomas M. Broderick, Hearing Exh. A-17 at 4). The Company's witness

26 | stated that the addition of the second tier will promote conservation in the summer months so that

27 I

pa ' Using a revenue conversion factor of1.62863.

..
I r

I
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5

6 1

8

9

10

11

12

13

14

15

16

PVCC will remain within the limit set bathe Arizona DepartMent of Water Resources ("ADWR")

and will also contribute fuNding tO fire flow projects ifthe1High B1ock surcharges approved (id )

The rate desigN PropOsedby the Company, including the addition.of.a second tier to the turf

4 irrigation commodity rate, is reasOhable and Will be adopted

Surcharges

CompanySurCharge Proposal

In the past, the Distlict's high water usage patters have not been responsive to the imposition

of a conservation-oriented rate design (Direct TeStimony of Dacron A. Carlson, Hearing Exh. S-7 at

3). In order to better promote water conservation,the Company proposes a High Block surcharge on

residential usage greater than 80,000 gallons ("High Block" usage), with any funds generated by the

proposed surcharges to be treated as CIAC, Which would reduce rate base and subsequently lower

revenue requirements in the future (Direct Testimony of David P. Stephenson, Hearing Exh. A-l8 at

34-35). The Company also proposed series of Public Safety surcharges for recovery of its fire flow

investments, with Separate surcharges going into effect aler corresponding phases of the fire flow

improvement project go into service (id at 20-33)

StaffRecommendation

17

19

20

21

22

23

24

25

26

27

28

Staff concurred with the Company's proposed High Block surcharge, and its proposal to treat

revenues f:rOrn the High Block surcharge as CIAC (Direct Testimony of Dacron A. CarlSon, Hearing

Exh. S-7 at 3). Staff also recommended that the funds collected through the High Block surcharge be

used directly to offset fire flow plant additions and minimize the post in service AFUDC accruals

authorized by Decision No. 68303 ( id) . Staff proposed a simplified version of the Company's

proposed High Block surcharge, with $2.15 per 1,000 gallons for all High Block (over 80,000

gallons/month) consumption, in addition to"the normal tier charge (id).. Staff estimated .that this

proposed surcharge could .Produce approximately $1 .7 million per year. (id), and .would haveia

minimal impact upon the average Or median customer bill (Staff Brief at 21)

Staff testified that the Company's proposed Public Suety surcharge is unnecessary because

under the Accounting Grder. issued in Decision No. 68303, the Company is authorized to accrue

AFUDC on fire flow plant in service until the plant is placed inmate base and reflected in rates, such
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Staffs Alternative Fire Flow Surcharge Proposal (Exhibit B)

I

1 that the Company will be compensated for die time Value of its investment (id ).

2 3.

3 In rejoinder testimony, the Company stated that without approval of the Public Safety

4 surcharge in addition to the High Block surcharge, two major projects in its tire flow improvement

5 plan on Lincoln Drive and Tatum Boulevard will have to be postponed from summer 2007 to. summer

6 2008, which will push back all its other projects by one year, and the Company will need to recast its

7 overall multi-year plans and schedules for fire flow improvements (Rejoinder Testimony of Paul G.

8 Towsley, Hearing Exh. A-3 at 2). In response to the Company's concerns over the delays in

9 implementing its fire flow improvement plan if projects are funded solely from High Block surcharge

10 revenues, Staff offered an alternative surcharge proposal for Commission consideration. Staffs .

11 alternative proposal, as set forth in Hearing Exh. S-9, includes a new Public Safety surcharge. For

12 convenience of reference, a copy of Hearing Exh. S-9 is attached hereto as Exhibit B.

13 The alternative surcharge proposal as set forth in Exhibit B would institute, effective October

14 1, 2007, a Public Safety surcharge of $1.00 per 1,000 gallons on both the second tier and third

15 residential commodity rate and on the second tier commercial commodity rate. Under the alternative

16 proposal, once the Company has fully recovered its f ire f low project costs, the Public 'Safety

17 surcharge would terminate. Staff estimates that implementation of die Public Safety surcharge would

18 generate an additional $1 .8 million annually, for a total of $3.5 million annually. Staff notes that the .

19 Public Safety surcharge would have no impact on the average (22,193 gallons/month) residential bill

20 or the median (11,500 gallons/month) residential bill, because the surcharge for the second tier

21 residential commodity charge starts at 25,000 gallons/month.

22 Stair states that notwithstanding its presentation of the alternative surcharge proposal, Staff

23 continues to recommend implementation of its recommended $2.151-Iigh Block surcharge when new

24 rates take effect, and that the monies collected thereby be used to offset the cost of the fire flow

25 projects.

26 The Company accepts the alternative proposal in Exhibit B and urges the Commission to

27 approve it so that fie flow projects can be completed without undue delay (Company Br. at 39).

28
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4. Accounting Order Modifyilig AFUDC Methodology C

Analysis and Conclusion

I
I

1

2 Staff recommends modification of the AFUDC methodology granted in Decision No. 68303

3 to take into account amounts collected by any fire flow related surcharges that are approved in this

4 proceeding, either the High Block surcharge, the Public Safety surcharge, or both (Hearing Exh. S-

5 10). Staff  states that it is necessary for the Company to deduct surcharge collections when

6 calculating the balance to which the AFUDC fire flow rate is applied, in order to allow the Company

7 to recover capital costs only on its net investment in fire flow projects (id ).

8 5.

9 As Staff states in Exhibit B, there are several potential benefits from implementing the High

10 Block surcharge and the Public Safety surcharge presented therein. First, implementation of these

l l surcharges would permit implementation of the Company's planned fire safety related infrastructure

12 in a timely manner. As we discussed ear1ier,the record in this proceeding demonstrates that the

13 improvements are necessary to ensure the public health and safety of the District's ratepayers, and

14 that the District's ratepayers are largely in support of the improvements and are willing to pay for

15 them through their water util ity rates. As we also discussed earlier, most City of Scottsdale

16 customers of the District will be exempt from the Public Safety surcharge for which the Company is

17 requesting approval in this proceeding." In addition, implementing the High Block surcharge and

18 the Public Safety surcharge as set forth in ExhibitB would encourage conservation in the District,

19 which has historical high usage, and would increase CIAC, which would in tum alleviate future rate

20 increases for all the ratepayers in the District. Q

21 For these reasons, we will order the Company to implement the alternative recommendation

22 presented by Staff commencing October l, 2007. Once the Company has fully recovered its fire flow

23 project costs, the Public Safety surcharge will terminate, but revenues collected under the reduced

24 High Block surcharge will continue to be treated as CIAC in order to alleviate iiuture rate increases,

25 as proposed by the Company (Direct Testimony of David P. Stephenson, Hearing Exh. A-18 at 34-

26 35). We will also order the Company, in its application of the methodology approved in Decision

27

28 zu See Hearing Exp. A-ss
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2.

f

3.

1 68303, to deduct collections from the High Block surcharge and the Public Safety surcharge when

2 calculating the balance to which the AFUDC tire flow rate is applied, so that it will recover capital

3 costs only on its net investment in fire flow projects, as Staff recommends.

4 IX. OTHER ISSUES

5 A. Arsenic Cost Recoverv Mechanism ( "ACRM"1

6 The most recent lab analysis for the District indicates that six of its seven wells have arsenic

7 levels at or above 10 ppb (Direct Testimony of Jolt A. Chelus, Hearing Exh. S-5 at 4). The

8 Company is requesting approval of an ACRM for the District similar to the ACRM previously

9 approved for the Company's Havasu Water, Agua Fria Water, Sun City West Water, and Sun City

10 Water districts in Decision No. 68310 (November 14, 2005). The Company's request is predicated

l l on the EPA's new standard reducing the MCL for arsenic from 50 ppb to 10 ppb, effective January

12 23, 2006. The Company has budgeted approximately $19 million for capital investment in new

13 arsenic remediation facilities for the District. The Company asserts that an ACRM is necessary to

14 allow it to recover the capital costs of the facilities and related operation and maintenance ("O&M")

15 costs. The Company is also requesting authority to defer all capital costs relating to arsenic removal

16 facilities placed in service prior to the effective date of an ACRM surcharge. Upon approvalof the

17 ACRM, the Company plans to make a series of filings for specific ACRM surcharges to recover the

18 District's arsenic remediation-related capital costs and O&M expenses. '

19 The Company proposes an ACRM for the District consisting of the following (per Direct

20 Testimony of David P. Stephenson, Hearing Exh. A-19 at 15-16): a

21 1. The ACRM is based solely on actual costs and costs eligible for recovery, which are

22 depreciation, gross return, and recoverable O&M costs;

23 Actual rate recovery via the ACRM commences a:l'ter new arsenic facilities are in

24 service and are in compliance with the new EPA MCL for arsenic;

25 Establishment of deadlines for filing the next rate case, without limit on the

26 Company's ability to file earlier, as per existing Commission orders;

27 An ACRM rate design composed of a 50/50 split of the recovery between monthly

28 minimum charges and volumetric charges, with the volumetric charges based on the

4.
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5. The Company should tile' had copies of the ten schedules discussed in its

application." In addition, Staff reserves the right for iiuther discovery as it deems

1

2

3

4

5

6

7 There was no objection to Staffs recommendations regarding the ACRM." Staff's

8 recommendations are reasonable and should be adopted. The ACRM proposed by the Company will

6.

7.

necessary related to the ACRM filings;

Rate design volumetric charges must be applied equally to all usage tiers; and

The Company should tile an application for a peunanent rate increase no later than

September 30, 2008.

I'

9 be approved consistent with the Staff recommendations.

10 B. PVCC Special Contract

l l The Company tiled an application on December 22, 2005, requesting approval of an

12 agreement between the Company and PVCC. Alter Staff filed a Staff Report on the issue on January

13 31, 2006, the Company requested consolidation of the PVCC application with this rate application,

14 and the cases were consolidated by Procedural Order. The agreement has a term of 15 years, and is

15 written to become effective upon approval of new rates in this proceeding. The agreement allows

16 PVCC a 15 percent discount Hom the Company's standard turf rates, and requires PVCC to'accept

17 delivery of service during oH~peak hours, except in circumstances where it can demonstrate to the

18 Company that its then-existing needs cannot be satisfied during such period. PVCC has constructed,

19 at its sole expense, a storage reservoir and associated facilities, which allow it to take water from the

20 Company during off-peak hours and store it for future use. A

21

22

23

24

25

26

27

28

Eu Staff states that the schedules the Company proposes to file are as follows:
1. Balance Sheet- Themost recent balance sheet for the total Company at the time of filing the ACRM

request;
Income Statement- The most recent income statement for the total Company and for the District;
Eaminizs Test- An earnings test calculation for the District;
Rate Review Filing- A rate review calculation for the District;
Arsenic Compliance Revenue Requirement- An arsenic compliance revenue requirement calculation
for the District that is based upon arsenic plant and recoverable arsenic operating expenses;

6. Surcharge Calculation- A detailed calculation of the surcharge;
7. Rate Base Schedule- A schedule showing the elements and the calculation of the late base;
8. CWIP Ledger- A ledger showing the transactions recorded in the construction work in progress

account.
"While RUCO initially expressed concern with the review process for ACRM filings (see Hearing Exh. R-6 at 3 l),
Staff's witness Steve Olea testified at the hearing regarding the contemplated due process for theCompany's ACRM
surcharge filings (Tr. at 378-379), and RUCO did not address the issue in post-hearing briefing.

2.
3.
4.
5.
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2

3

6

8

9

10

11

12

13

The Staff Report states that treated effluent is =not'available iN .the and that.PycC has no

alternative source of water for irrigation..Sta:lT statesthat PVCC .explored .udng Central Arizona

-Project ("CAP") water, but Was unable to Obtain all the necessary approvals

Undertone terms' of the agreement, PVCC has. the ability the. agreement upon 60

days' written notice and payment .of a tetminati0n fee of $1,0004 june 58l'°€4i1ent calls:for binding

arbitration in the event of dispute

Staff recommended approvalof the agreement, and filrtherrecoMmended that the CoMpany

be required to request CommissiOn approval of any future amendments to the agreement. Staff also

recommended than the COmpany be required mOtile with the Commission an executed copy of the

agreement within 30 days of its execution

The Company did not object tithe recommendations in the Stat? R¢p°r1~ PVCC was granted

intervention in this proceeding, but tiled ho testimony .and did not appear at the hearing. RUCO did

not take a position on this issue. Staff'.s recommendations are reasonable and will be adopted

14

Having considered the entire record herein and being fully advised 'm the premises, the

16 Commission finds. ConcludeS. and orders that

17 FINDINGS OF FACT

19

20

21

22

23

24

On June 3, 2005, Arizona-American filed w°ith the Commission an application fore

rate increase for the District. The application also requestSapprovad forth District of a public safety

surcharge forinvestmentS by the Company related to improvement of fire flow facilities; an Arsenic

Cost Recovery Mechanism for investments required by the Company to comply with federal water

arsenic reduction requirements, and approval of a conservation surcharge that would be imposed for

usage in the highest consumption block

On June 17, 2005 the Company filed cost of service testimony .and Schedules G and

On July 14, 2005, the Company filed revised H Schedules

On July 18, 2005, Stalffdocketed a copy of a lettcgr informing the C°m1>dny that its

28 applicdtion.as amended on June .17,. 2005 met' the-' su8iciency.requireMents Set forth in the

5
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1 Commission's rules.

2 5. On August 1, 2005, RUCO requested intervention, which was granted by Procedural

3 Order issued August 15, 2006.

4 6. A Procedural Order was issued on August 15, 2005, setting a hearing in these

5 consolidated matters to commence on March 27, 2006, and setting associated procedural and filing

7

8 the Town.

9 8. On September 16, 2005, the Company docketed a copy of a letter mailed to each of its

10 customers in the District. Also on September 16, 2005, the Company docketed a letter including

11 details regarding its request for an accounting order related to the public safety surcharge requested in

12 its application.

13 9. On October 26, 2005, the Company docketed an affidavit certifying that a copy of the

14 notice required by the August 15, 2005 Procedural Order was included in each September 2005 bill

15 mailed to customers in the Company's Paradise Valley Water District.

16 10. On November 14, 2005, the Commission issued Decision No. 68303, which granted

17 the Company's request to be allowed to defer capital costs incurred by the District related to public

18 safety associated with tire flows. Decision No. 68303 limited the deferral amounts to depreciation

19 expense and a post-in-service allowance for funds used during construction with the rates set at the

20 Company's cost of debt concurrent with the deferral period.

11. On December 16, 2005, PVCC tiled an Application to intervene, which was granted

6 deadlines.

7. On August 22, 2005, the Company docketed a copy of a letter to the Company Horn

21

22 by Procedural Order issued January 4, 2006.

23 12. On February 22, 2006, a copy of a letter dated February 15, 2006 from the Town to

24 Chairman Hatch-Miller was docketed.

25 13. A Procedural Order was issued on February 28, 2006, consolidating the Company's

26 rate application with the above-captioned application filed by the Company on December 22, 2005.

27 The December 22, 2005 application requested Commission approval of an agreement between the

28 Company and PVCC which would allow PVCC a 15 percent discount from the Company's standard
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1 turfrdtes

2 14. On March 20, 2006, the Town filed a.1etter requesting intervention

8

9

10

12

13

14

15. On March 24, 2006,"EricNesvig filed written public comment in this docket

16, ' On March 27, 2006, the Town tiled a letter withdrawing its intervention request. Also

5 on March 27,.2006, the TowNiiled a letter in the docket regarding tire flowimprovements

17{ A hearing. washed as scheduled before a duly authorized Administrative Law Judge

of the Commission commencing on March 27, 2006, arid continuing on March 28, March 29 and

April 3, 2006. Several members of the public appeared on the first day of hearing and provided

public comment on the application

18. The Company, RUCO and Staff appeared and presented evidence at the hearing

19. 4 Following the hearing, on March 30, 2005, the Company caused discovery items from

the litigation entitled Kuejl5ter v. Arizona-American, pending in Maricopa Superior Court, Tobe tiled

in this docket, as specified during thetaking Of public comments at the hearing in this matters These

materials include, among other items, the Company's Paradise .Valley Water Company f1999

15 Comprehensive Planning Study and a copy of report prepared by Brown and Caldwell titled Arizona

16 American Water Paradise Valley Water System Fire FloW Capacity Assessment dated March 2004

17 20.

19 21.

20

21

22

On April 114 2006, the Company filed Notice of Availability of Kuejner v. Arizona

18 American Discovery Materials

On April 21 ,. 2006, RUCO and Staff tiled their respective post-hearing schedules. The

Company had previously provided its post-hearing schedules on April 3, 2006, retinal day of

hearing

22;

23;

On May 5, 2006, the parties filed their initial post-hearing briefs

On May 26, 2006, the parties filed their reply briefs, and these consolidated matters

24 were takenunder advisement

25 24. . On July 3, 2006, the Town filed in these consolidated dockets. a Motion for Leave 'to

26 File Amicus CuriaeBrie£ to which was attached an arnicusouriae brief

27 25. Based oN the adjusted test year data, as determined herein, the operating income Under

28 existingraites for the District is $915,913
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Based on the adjusted test year data, `as determined herein, the FVRB for the District is

A fair and reasonable fair value rate of return is 7.24 percent.

The increase proposed by Arizona-American would produce an excessive return on

I

1

1 26.

2 $l4,351,471.

3 27.

4 28.

5 FVRB.

6 29. The authorized increase in gross annual revenues for the District is $199,371.

7 3 0 . . The rates set herein produce an increase in annual revenues of 3.93 percent which

8 results in a monthly increase from $24.61 to $26.37, or 7.13 percent, for the average usage (22,193

9 gallons/month) 5/8 x 3/4-inch meter customer, and a monthly increase from $16.81 to $18.24, or 8.54 .

10 percent, for the median usage (11,500 gallons/month)5/8 x 3/4-inch meter customer.

11 31. The High Block surcharge approved herein will apply to residential usage in the third

12 tier (over 80,000 gallons/month), in addition to the normal third tier charge, and will be $2.15 per

13 1,000 gallons/rnonth.

14 32. The High Block surcharge approved herein will apply to commercial usage in the

15 second tier (over 400,000 gallons/month), in addition to the normal second tier charge, and will be

16 $2.15 per 1,000 gallons/month. ' .*

17 33. The Public Safety Fire Flow surcharge approved herein will apply to residential usage

18 in the second and third tier (over 25,000 galloMmonth), in addition to nonna second and third tier

19 charges, and will be $1.00 per 1,000 gallons/month from October 1, 2007 until recovery of tire flow

20 project costs is complete, at which time.it will terminate. 1

21 34. The Public Safety Fire Flow surcharge approved herein will apply to commercial

22 usage in the second tier (over 400,000 gallons month), in addition to the normal second tier charge,

23 and will be $1.00 per 1,000 gallons/month from October 1, 2007 until recovery of fire flow project

24 costs is complete, at which time it will terminate.

25 35. It is in the public interest to implement a rate design that promotes long-term

26 conservation goals by sending appropriate price signals to heavier water users.

27 36. The rate design approved herein addresses the goals of conservation, efficient water

28 use, affordability, fairness, simplicity, and rate stability, and is in the public interest.
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37; ' The .rales.an.d ch8r89s approved héfein, including the High Block surch&ge.and the

2 .Public Safety Fire Flow surcharge as discussed herein, are just and reasonable and shall be approved

38. The ACRM proposedby the Company is reasonable and shall be approved consistent

4 with the Staff reconuhendatioNé

39.

40.

. The PVCC.spebia1.contract as discussed herein is ieasondblg ai;d shall be appfbyéd

. .Based on informatioN provide by the Company, water~use .for theyear.2004 total¢d

8

3,165,233,000 gallons, and the Company reported producing 3,512,659,000 gallons. This resulted in

awater loss of 9.89 percent,whichis acceptable to Staff (Direct Testimony of John A. CheluS

9 Hearing Exp. S-5 at 4)

41 • Based on data submitted by the Maricopa County Environmental Services Department

l l

12

14

15

("MCESD"), MCESD has determined thatthe District is currently delivering water that meets the

water quality standards required by Title 18, Chapter 4 of the Arizona Administrative Code (id at 5)

42. The District iS located within the Phoenix Active Management Area ("AMA") and

consequently is subject to reporting and Conservation axles administered by ADWR. The Phoenix

.AMA reported that the District is in total compliance with the ADWR reporting and conservation

16 mies (id at 4)

43.1 The District is using depreciation rates it developed, and Staff recommended that the

18 District continue to use these rates (id at 5 and Exhibit 4.to Hearing Exh. S-5). No party objected to

19 these depreciation rates, aha the District should continue. to use them

44. The DistriCt has no OutstandiNg compliance issues with the Commission

45. The Company has an approved curtailment plan on tile that applies todlgiw

22 service areas, including the DistriCt

46. Because an allowance for the property tax expense of the District is included in the

24 District's rates and will be collected froM its customers, the COmmission seeks assurances from the

25 Company that any taxes collected from ratepayers have been remitted to the appropriate taxing

26 authority. It has come to the Commission's attention theta number of water companies have been

27 unwilling or unable to fulfill their obligation to Faythe taxes that were collected from ratepayers

28 some for as many as twenty years. It is reasonable, therefore, that as a preventive measure fArizona

7
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Rates
MONTHLY USAGE CHARGE:

5/8" x W' Meter
%" Meter
In Meter

1 W' Meter
2" Meter
3" Meter
4" Meter
6" Meter

$ 9.50
9.83

15,85
32,00
51=.00
94.50

157.25
315.00

Paradise Valley Country Club

Fire Protection
See Below

$ 5.00

1 American annually file, as part of its annual report, an affidavit with the Utilities Division attesting

2 that the Company is current in paying its property taxes in Arizona

3 CONCLUSIONS OF LAW

4 Arizona-American Water Company is a public service corporation within the meaning

5 of Article XV of the Arizona Constitution and A.R.S. Sections 40-250 and 40-24 l

6 2 The Commission has jurisdiction over the Company and the subject matter of the

7 applications

8 3 Notice of the applications was provided in the manner prescribed by law

4 The rates and charges for the Paradise Valley Water District approved herein

10 including the High Block surcharge and the Public Safety Fire Flow surcharge as discussed herein

11 are just and reasonable and shall be approved.

12 ORDER

13 IT IS THEREFORE ORDERED that Arizona-American Water Company is hereby directed to

14 f i le with the Commission on or before July 31, 2006, rev ised schedules of rates and charges

15 consistent with the schedule set forth below and the discussion herein.

16

17

18

19

20

21

22

23

24

25

26

27

28

COMMODITY RATES
Residential - All Meter Sizes

Gallonage Charge - per 1,000 Gallons
From 1 to 25,000 Gallons
From 25,001 to 80,000 Gallons
Over 80.000 Gallons

$ 0.76
1.65
2.18
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Commercial - All Meter~ Sizes
Gallonage Charge ; per .1 ,000 Gallons

From 1 to 4004000 Gallons
Over 400.000 Gallons

Turf Facility CuStOmers
Gal1onage Charge t per 1,000. Gallons

Ml Gallons

Paradise Vallev County Club (Contract Rate)
Minimum of Charges Based Upon Applicable
Meter Size

From 1 to 2.500.000 Gallons

Over 2,500,000 Gallons

Turf Rate Less 15
Percent
Turf Rate Less 15
Percent

All Surcharges Applicable to Commercial
Customers Less 15 Percent

Odler General Metered
Gallonage Charge - per 1,000 Gallons

A11 Gallons

Fire Protection
Gallonage Charge - per 1,000 Gallons

All Gallons No Charge

Resale Customers
Gallonage Charge- per 1,000 Gallons

A11 Gallons

Service Line and Meter INstallation Charges
(Refundable pursuant to A.A.C. R14-2-405)
5/8" x W' Meter

W' 'Meter
1" Meter

1 W' Meter
2" Meter
3" Meter
4" Meter
6" Meter

$48000
560.00
650.00
895.00
555.00

2.235.00
3.440.00
6 195.00

SERVICE CHARGES

Establishment
Establishment (After Hours)
Reconnection (Delinquent)
Reconnection (Delinquent & After Hours)

$20.00
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15.00
C

I

Meter Test. if meter is correct _
Deposit
Deposit Interest
Reestablishment (Within 12 Months)
NSF Check
Deferred Payment, Per Month
Meter Reread (If Correct)
Late Charge per month

12.00
1.50%
10.00

1.50%

Monthlv Service Charges for Fire Sprinlder
4" or Smaller

10"
Larger dram 12"

* * *

* * *

* x *

s o *

=l=*=»=

Per Commission rule A.A.C. R-14-2-403(B).
Months off system times the monday minimum per Commission rule A.A.C. Rl4-2-

403(D).
1% of Moodily Minimum for a Comparable Size Meter Connection, but no less than
$5.00 per month. The Service Charge for Fire Sprinklers is only applicable for service
lines separate and distinct for the primary water service line.

CAP Surcharge
There are two current unchanged CAP surcharges which are calculated under a separate docket,

* m

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 High Block Usage Surcharge Treated as Contributions in Aid of Construction

Per Customer18

19

20

21

Residential Customers:
All residential customers with usage in the third tier
will pay a surcharge on their third tier usage.

All usage in the third tier, in addition to normal third tier charge: $2.15 per 1,000 gallons
22

23
Commercial Customers:
A11 commercial customers with usage in the second tier
will pay a surcharge on their second tier usage.

24

25

26

All usage in the second tier, in addition to normal second tier charge:

Public Safety Fire Flow Surcharge Treated as Contributions in Aid of Construction

$2.15 per 1,000 gallons

27

28

Per Customer
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Residential CustomerS
All residential customers 'with usage in the second and third ,tier
will pay 8 .surcharge Qnlsecond and third do usage

All Usage in the Second and tliu'rd tier, in addition to normal
second and tbilrd tier charges

From' October 1, 2007 untilieeOvery of fire. How projects is complete . $1.00.per 1,000 gallons

7

Commercial CUstomers
A11 commercial customerSwidm usage iN the second tier
will pay a surcharge on second tier usage

AH usage 'm the second Der, in addition to normal secoNd Der charges

From October 1, 2007 ilxitil recovery office flow projects is complete . $1.00 per 1,000 gallons

IT IS FURTHER ORDERED thatthe revised schedule Of rates and charges shall be effective

for all service rendered on and after Augustl, 2006

IT IS FURTHER ORDERED thatAriZona~American Water Company shall notify its affected

customers of the revised schedules of rates and charges authorized herein by means of an insert in its

next regularly scheduled .billing in a form and manner acceptable to the Commission's Utilities

Division Staff

IT IS FURTHER ORDERED that Arizona-AmericanWater CompaQny's request for authority

to implement an ACRM is approved, to the extent described herein

IT IS FURTHER ORDERED that Arizona-American Water Company shNlcomply with dl

requirements discussed in this Order as a condition of approval of the Arsenic Cost Recovery

IT IS FURTHER ORDERED that Arizona-American Water Company shall file, by July 1st of

each year subsequent to any year in which it collects surcharges under an ACRM, a report with

Docket Control shoWngMe Company's ending capital structure (equity, long-term debt, and short

term debt) by month for the prior year

IT IS FURTHER ORDERED d1at, as part of the Earnings Test schedule filed iN support of.the

ACRM, Arizona-AmeriCan Water Company shall incorporate adjustments conforming .to Decision

DECISION rO. 68858
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3

4

5

1 No. 67093, as discussed in StafFs recommehdadonS set forth herein

IT IS FURTHER ORDERED that Arizona-American Water Company shall file in this docket

hard copies of the schedules discussed in its application, as set forth in Staffs recommendations

herein, and shall concurrently provide Microso& Excel or compatible electronic versions of the filings

and all work papers to Staff with all ACRM filings

IT IS FURTHER ORDERED that all ACRM surcharges shall be designed to apply rate design

7 volluttetric charges equally to all usage tiers

IT IS FURTHER ORDERED that Arizona-American Water Company shall tile the schedules

9 and information described above, as well as any additional relevant data requested by Staff as pan of

10 any request for an Arsenic Cost Recovery Mechanism step increase

11 IT IS FURTHER ORDERED that Arizona-American Water Company shall tile a permanent

12 rate application for its Paradise Valley Water District no later than September 30, 2008

13 IT IS FURTHER ORDERED that Arizona-American Water Company shall annually file as

14 part of its annual repent, an affidavit with the Utilities Division attesting that the Company is current

15 in paying its property taxes in Arizona

16 IT IS FURTHER ORDERED that the special contract agreement between Arizona-AMerican

17 Water Company and Paradise Valley Country Club discussed herein is hereby approved, and that

18 Arizona-American Water Company shall request Commission approval of any future amendments to

19 the agreement

20 IT IS FURTHER ORDERED that Arizona-American W ater Company shal l  f i le wi th

21 Commission Docket Control, within 30 days of its execution, an executed copy of the special contract

22 agreement with Paradise Valley Country Club discussed and approved herein, as a compliance item

23 in this case

24
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IT IS FURTHER ORDER18D.that ArizoNa-Arnericaai Water Company shall colitinueto use

2 lthe.de4neciation rates for its PiaradiseVadley..Water District set forth in Exhibit 4 to Heating Exih. S-6

IT IS FURTHER GRDERED that this Decision.. shall become elective immediately

BY GRDER OF THE AR1zonA'co1=LpoRAnon COMMISSION

COMMISSIONER comrv1rss1onER commIss1@1<IER

IN WITNESS WHEREOF; 1, BRIAN C; McNEIL. Executive
Director of the Arizona = Corporation Commission; have
hereunto set my hand and caused the ofiiciad sea of the
Commission to be mixed at the Capitol, in the City of Phoenix
thi$é§1`

'BRli2&I8 CMQNEI
EXECUZTVE D

DISSENT

DISSENT
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Page 2 Docket No. W-01303A~05-0704

2

3

4

The Town of Paradise Valley ("Town") has requested the fire-flow improvements since

they are needed to reduce the risk to life and property. Mr. Thomas M. Martinson, the town

manager of the Town has requested expedited review. Town residents' safety and the protection

of their property are highly dependent on this progucanu

\
The Company's deferral request in this docket pertains only to the Compariy's

23

Hmong considered the Company's application and Staffs memorandum dated October 20

7 2005, the Commission finds, concludes, and orders that

FINDINGS OF FACT

Arizona-American is a Class-A regtdated water and wastewater utility which serves

10 approximately 131,000 customers throughout the state of Arizona pursuant to various Certificates

11 of COnvenience and Necessity granted by the Commission to the Company and its predecessors Ir

12 interest.

13

14 Paradise Valley water district, where the Company provides service to approximately 5,000

15 customers in portions of Paradise Valley, Scottsdale and unincorporated Maricopa County.

16 3. The Company seeks an accounting order in this proceeding authorizing the deferral 1

17 of capital costs and expenses it expects to incur before these costs can be recognized in rates. An

18 accounting order is a rate-maldng mechanism whereby a regulatory commission provides specific

19 deferral authorization to treat costs in a manner that differs from generally accepted accounting

20 principles. Such a deferral mechanism, pursuant to an authorized accounting order, is permitted

21 under National Association of Regulatory Commissioners ("NARUC") Uniform System of

22 Accounts ("USOA") guidelines.

4. Arizona-American seeks an accounting order authorizing it to defer capital costs,

24 specifically depreciation expense and "gross return" related to public safety/tire flow improvement

25 facilities placed into service in Paradise Valley.

26 5. The Town has requested the fire~flow improvements since the improvements are

27 needed to reduce the risk to life and property.

28 DECISION no. 68858
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1 The Company proposes to include capital expenditures for projects that a) improve

2 tire Hows, b) produce no significant additional revenues, and c) do not materially reduce operating

3 expenses. Records will be maintained to segregate the cost of eligible capital investments and

4 capital investments that would otherwise be made during the due course of the Paradise Valley on-

5 going operations.

7.

6.

6

7 is subject to die following conditions:

a) The defenal is limited to eligible Company expenditures in the Paradise Valley water
district related to public safety/Ere flow.

StatE's recommendation for approval of an accounting order for Arizona-American

8

9
b) The Company shall be required to prepare and retain accounting records sutlicient to

10 permit detailed review, in a rate proceeding, of all deferred costs related to public
safety/fire How improvement facilities.

11
c) The defend is related to projects that are revenue neutral.

12 e
d) The deferral is related to projects that do not materially reduce operating expenses.

13
e) The Company's deferral  is l im i ted to depreciat ion expense (at  author ized

14 depreciation rates) and a post-in-service allowance for fids used during construction
("AFUDC"), with the rate set at its cost of debt concurrent with the deferral period.

15

16

17 8. While issuance of an accounting order authorizing deferral of the costs being

18 incurred will not assure the Company that those costs will be recovered in rates, without such an

19 accounting order, the Company would be foreclosed from possible future recovery of such costs as

20 a regulatory asset.

21 9. A determination regarding the recovery of  the deferral wi l l  be made in the

22 Company's instant rate case or the Company's future rate cases for the Paradise Valley water

23 district.

I) The post-in-service AFUDC will automatically cease when, and if, the related plant is
placed in rate base and recognized in a rate proceeding.

24 CONCLUSIONS OF LAW

25 1. The Company is a public water service corporation within the meaning of Article

26 XV of the Arizona Constitution and A.R.S. §§40-250 and 40-252.

27 2. The Commission has jurisdiction over the Company and of the subject matter of the

28 application.

-
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I

rate proceeding, of all defined costs recorded

1

I

I

I

1 3. The cost deferral authorization granted herein does not constitute a finding or

2 determination that such costs are reasonable, appropriate, or prudent.

3 4. It is in the public interest to allow the Company to record the capital costs for

4 projects that improve Ere flows, produce no significant additional revenues, and do not materially

5 reduce operating expenses in a deferred account for the Paradise Valley water district, subject to

6 the conditionsrecommended by Staff as set forth and discussedherein.

7 ORDER

8 IT IS THEREFORE ORDERED that the application by AriZona-American Water

9 Company for an accounting order to improve Ere flows for public safety is approved, authorizing

10 the deferral of depreciation expense (at authorized depreciation rates) and a post-in-service

11 AFUDC, with the rate set at its cost of debt concurrent with the defend period, subject to the

12 conditions and requirements recommended by staff; as described herein.

13 IT IS FURTHER ORDERED that the cost deferral authorization granted herein does-not

14 constitute a finding or determination that the deferred costs are reasonable, appropriate, or prudent.

15 IT IS FURTHER ORDERED that this Decision shall not be construed as providing the

16 Arizona-American Water Company any relief through rates with respect to the ultimate recovery

17 of the above-authorized cost deferrals.

18 IT IS FURTHER ORDERED that the Company shall prepare and retain accounting records

19 suifricient to permit detailed review, in a as

20 audiorized above.

21 4 » •

22 » . 9

23 • o •

24 » 0 |

25 Q o »

26

27 o U
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\
IN VVITNESS wHtEREo1=,  IBRIAN c .  McNEIL ,  Execut ive
D i r e c to r  o f  t h e  A r i z o n a  Co r p o r a t i o n  Co mmis s io n ,  h a v e
hereunto, set my hand and caused the off ic ia l  seal  o f th is
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4

¢

B
Execute
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Direct

DISSENT:
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b
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IT IS FURTHER ORDERED that a determination of recovery of the def will be made

in the Company's instant rate case or the Company's future rate cases for the Paradise Valley

water distr ict.

IT IS FURTHER ORDERED that this Decision shall become effective immediately.

W

BY THE ORDEROF THE ARIZONA CORPORATION commlsslon

'74-44/4/4

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28



DOCKETNO. w-01303A-05-0405 et al

Page 6 Docket No. W-01303A-05-0704

l SERVICE LIST FOR: Arizona-American Water Company, Inc
DOCKET no. W-01303A.05-0704

5

M.r. Craig A. Marks
Arizona-American Water Company
101 Corporate Center
19820 North '7th Street, Suite 201
Phoenix. Arizona 85024

Mr. Scott S. Wakefield6

7

8

9

1110 West Washington Street
Suite 220
Phoenix. Arizona 85007

12

Mr. Ernest G. Johnson
Director. Udlides Division
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007

13

14

Mr. Christopher C. Keeley
Chief Counsel
Arizona Corporation Commission
1200 West Washington
Phoenix. Arizona 85007

22

24
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33
ALTERNATIVEFLRB FLOW SURCHARGE

DOCKET no. W-01303A-05-0405

In i ts..di1-ect testimony, Staff proposed a; "High-.Block" surcharge of $2.15 to be

applied td all gallons in the .Mp tier Of each rate scliedule to reimplemented coincident
With thenefw rates in Arizona-American .Water Compahy'.s ("Conipanyf'). application
.AmouNts collected are toge treated as Contributions in Aid of Construction ("CIAC")
In: its surrebuttal testimony .Staff recommended.. that the "I-1igli..Bl0ck"~ surcharge
collections be used to 'offset the iirciloyw projects

The Company had proposed a two step "Public Safety" tire f low surcharge
However, in discussing Staffs proposal, the Company's rebuttal testimony indicated that
it would defer the timing of the ire flow projects since the High Block surcharge would
not produce adequate cash flow. Mr. ToWnsley's testimony indicates that "the Company
has slowed the pace of these projects untilthe Commission's Wishes are more clearly
stated

The Company has asked Stair" to explore possible acceleration of the fire How
surcharge collections to assist in completing the project oN a more timely basis. As an
altemadve, in the event the Commission believes a surcharge is appropriate, Staff
suggests a second phase, which would also be used specifically for fire How surcharges
that would take effect on October 1, 2007. The second phase would increase the High
Block surcharge from $2.15 to $3.15 per 1,000 gallons. A new "Public Safety" surcharge
for the 2"° Tier residential rate of  $1.00 per 1,000 gal lons and for the 1" Tier of
commercial rate of $1.00 per 1,000 gallons would also begin October 1, 2007

Staff estimates that Me High Block surcharge of  $2.15 would generate
approximately $1.7 million annually. Implementation of the October l, 2007 increases
would generate an additional $l.8mil]ion annually for a total of $3.5 ,million annually
See Attached Schedule DWC

The potential benefits from a phase-.n are. flow surcharge include the following

Encourage coNservation in a water district with historically high usage
Increase . contributions in aid of construction which .wi11 reduce 'future rate
increases
Permit more timely irnplernentadon of fire safety related i1uJ'irast111cture

The surcharges will have no effect CM the rnediai1(l1,500 gallons)er average (22,193
gallons) residential bills s`mce the surcharge for the 2"° Tier residential starts at 25,000
gallons. Thus, the median and average residential users will not be 'impacted

Not Wiilhstanding .this alternative, Staff continues to recommend a .,$2.15' "High
Block" surcharge ..be implemeNted WhCIl new rates -take.efIlect: and for. the monies
collected by this surcharge to -be used to Offset the cost ofthe ire flow' project

DECISION no. .68858
Page 1 of  3 pages
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If the Commission adopts this alternative, Staff recommends that that the Public
Safety surcharge he terminated and the High Block surcharge be reduced back to $2.15
once the Company has fully recovered its fire flow project costs

Page 2 of 3 pages DECISION NO
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Arizona-American Water Company/paradisé Valley Water District
DoCket No. W-01303A.05-0405

Schedule DWC

APPROXIMATE CASH FLOW
FIRE FLOW SURCHARGE

Assumes implementation of a top tier $2.15 surcharge in August, 2006
Implementation Of the following revised surcharge in OctOber, 2007

Top Tier-all Rate Schedules
2nd Tier-Residential Rates
1st Tier-Commercial Rates

at $2.15

ESTIMATED MONTHLY CASH FLOW
Top Tier 2nd Tier Res ' 1st Tier Com
at $3.15 at $1.00 at $1.00 Cummulative

170.000170.000
113.333
113.333
113.333
113.333
113.333

395.555
509.999

170.000

170.000
170.000
170.000
113.333

12.000
12.000

166.666

156.666

250.000

52.800

52.800 12.000
12.000

79.200
79.200
79.200

18.000

September 2006
October 2006

November 2006
December 2006

January 2007
February 2007

March 2007
April 2007
May 2007
June 2007
July 2007

August 2007
September 2007

October 2007
November 2007
December 2007

January 2008
February 200a

March 2008
April 2008
May 2008
June 2008
July 2008

August 2008
September 2008

October 2008 156.668

79.200
79.200
52.800

1 B,0D0
18,000
18.000
12.000

186.666

736.665
849.998

1 .019.998
1 .189.998
1 .359.998
1 .529.998
1.699.998

869.998
1 _983_331
2.214.797
2.446.263
2.677.729
2,909.195
3. 140.561
3.487.861
3.835.081

182.261
4.529.461
4.878.681
5.223.861
5.455.327

Page3 of 3 pages DEClSlON NO
68858
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Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Errata Schedule All-1
Casa Grande

REVENUE REQUIREMENT

LINE
no.
1

[A]
COMPANY
REBUTTAL

ORIGINAL COST
$ 41 ,008,611

[6]
STAFF

ERRATA
ORIGINAL COST
$ 40,554,691

2 $ $

3

DESCRIPTION
Adjusted Rate Base

Adjusted Operating Income (Loss)

CurrentRate of Return (L2 /L1 )

537,288

1.55%

955,236

2.36%

4 9.20% 8.10%

5 $ $

6 $ $

7

Required Rate of Return

Required Operating Income (L4 * LI )

Operating Income Deficiency (L5 - L2)

Gross Revenue Conversion Factor

3,772,629

3,135,341

1 .6286

3,284,930

2,329,694

1.6629

8 $ 5,106,325

9 $

10 $

11

10,934,894

15,041 ,219

46.70%

$ 10,934,894

$ 14,808,840

35.43%

12

Required Revenue Increase (L7 * Le)

Adjusted Test Year Revenue

Proposed Annual Revenue (LB + LE)

Required Increase in Revenue (%)

Rate of Return on Common Equity (%) 12.40% 10.00%

References:
Column (A):
Column (B):
Column (C):
Column (D):
Column (E):
Column (F):

Company Schedule B-1
Company Schedule B-1
Company Schedules A~1, A-2, & D-1
Staff Schedules BKB-1, DCP-1, All-2, & AII~3
Staff Schedules BKB-1, DCP-1, All-2, & All-3
Staff Schedules BKB-1, Dcp-1, All-2, a All-3

EXHIBIT
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Arizona Water Company - Casa Grande Water System
Docket No. W-0144-5A-08-0440
Test Year December 31, 2007

Errata Schedule All-2
Casa Grande

GROSS REVENUE CONVERSION FACTOR

LINE
n o . DESCRIPTION IA] IB] IC] [D]

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor.
Revenue
Uncollectible Factor (Line 11)
Revenues (LI - LZ)
Combined Federal and State Tax Rate (Line 17) + Property Tax Factor (Line 22)
Subtotal (LE - L4)
Revenue Conversion Factor (L1 ILL)

100.0000%
()_0000%

1000000%
39.8625%
60. 1375%

1652856371

7
8
g
10
11

Calculation of Uncollectible Factor.
Unity
Combined Federal and Stale Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 . L8 )
Uncollectible Rate
Llncollectible Factor (LE . L10 )

100.0000%
38.59B9%
61 .4011 %

0.0000%
0

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 L13)
Applicable FederaI Income Tax Rate (Line 44)
Effective FederaI Income Tax Rale (L14 x L15)
Combined Federal and State Income Tax Rate (L13 +L16)

100.0000%
6.968041/,

93.0320%
34.0000%
0.3163088
38.5989%

18
19
20
21
22
za

Calculation of Effective Proir/env Tax Factor
Unity
Combined Federal and Stale Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L18 - L19)
Property Tax Factor (All-12, L24)
Effective Property Tax Factor (L 21 ' L 22)
Combined Federal and State Tax and Property Tax Rate (L17+L22)

100.0000%
38.5989%
61 .401 1 %

2.0580%
0.01263635

39.8625%

24
25
26

Required Operating Income (Schedule All-1, Line 5)
Adjusted Test Year Operating Income (Loss) (Schedule All-3, Line 30)
Required Increase in Operating Income (L24 - L25)

$
s

3,284,930
955,236

$ 2,329,694

27
28
29

Income Taxes on Recommended Revenue (Col (D), L52)
Income Taxes on Test Year Revenue (Col. (B), L52)
Required Increase in Revenue to Provide for Income Taxes (L27

$
s

1,157,432
(307,095)

L28> $ 1 ,464,527

$ 14,B08,840
0.0000%

30
31
32
33
34

Recommended Revenue Requirement (Schedule All-1, Line 10)
Uncollectible Rate (Line 10)
Llncollectible Expense on Recommended Revenue (L24 ' L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp, (L32

s
$

Las) $

35
36
37

Property Tax with Recommended Revenue (All-12, L19)
Property Tax on Test Year Revenue (All-12, L 16)
Increase in Property Tax Due to Increase in Revenue (All»12, L21 )

s
s

754,846
675,120

$ 79,726

38 Total Required lnerease in Revenue (L26 + Lao + L34-v-L37) s 3,873,946

Test Year

s
s
s
$

10,9348894
10,286,753

1,443,747
(795,606)
6.9680%

$ 3,873,946

STAFF
Recommended

$ 14,808,840
$ 10,356,478
$ 1 ,443,747
$ 2,998,615

6.9580%
$ (55,438) s 208,943

39
40
41
42
43
44
45
46
47
48
49
50
51
52

Calculation of Income Tax:

Revenue (Schedule All-3, Col.[D], Line 4 & Sch All-1, Col. [E], Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L47)
Arizona Taxable Income (L36 - L37- L38)
Arizona Stale Income Tax Rate
Arizona Income Tax (L39 x L40)
Federal Taxable Income (L33 - L35)
Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
Federal Tax on Second Income Bracket ($50,0D1 - $75,DOD) @ 25%
Federal Tax on Third Income Bracket ($75,001 - $100,0001 @ 34%
Federal Tax on Fourth Income Bracket ($100,001 - 8335,000) @39%
Federal Tax on Fifth Income Bracket ($335,001 -S10,000,000) @ 34%
Tolal Federal Income Tax
Combined Federal and Stale Income Tax (L35 + L42)

s
s
s
s
s
s

(740,168)
(7,500)
(6,250)
(8,500)

(91,650)
(137,757)

s
$
$
$
$
s

2,789,671
7,50c)
6,250
8,5o0

91 ,650
834,588

S
s

(251 ,657)
(307,095)

s
s

94B-488
1,157,432

53 Applicable Federal Income Tax Rate [Col. (D), L42 Col. (Bl, L42] / 1c01. (cl, L36 Col (A), Las) 34.00%

54
55
56

Calculation of Interest Svnchronizatiol;/5
Rate Base (Schedule BKB~1, Col. [D])
Weighted Average Cos! of Debt (Schedule DCP~1 )
Synchronized Interest (L45 X L46)

s

$

40,554,691
3.56%

1.443747



Arizona Water Company - Casa Grande Water System
DocketNo. W-01445A-08-0440
Test Year December 31. 2007

Errata Schedule All-3
Casa Grande

OPERATING INCOME STATEMENT. ADJUSTED TEST YEAR AND STAFF RECOMMENDED

no. DESCRIPTION

STAFF
ADJUSTED
TEST YEAR
AS FILED

STAFF
SURREBUTTAL
ADJUSTMENTS

STAFF
SURREBUTTAL

TEST YEAR
ADJUSTED

STAFF
AMENDMENTS

STAFF
ERRATA

RECOMMENDED

2 s $ $ $ 3,873,946 $

4

REVENUES
Metered Revenues
Miscellaneous

Total Operating Revenues s

10,345,212
589.682

10,934,894 s $

10,345,212
589.682

10,934,894 s 3,873,945 $

14.219.158
589.682

14.8D8.B40

374,207
76.178

$ 374,207
76.178

s 374.207
76.178

9
10

1.387.878 1 .87.B7B 1.387.878

12
537.890
531 .617

1.584.407
909.384

120.196

537.890
531.517

1.704.603
909.354

537.890
531.617

1 .704.603
909.384

15
16
17

OPERATING EXPENSES
Source of Supply Expenses

Purchased Water
Other

Pumping Expenses
Purchased Power
Purchased Gas
Other

Water Treatment Expenses
Transmission and Distribution Expenses
Customer Accounting Expenses
Sales Expense
Administrative and General Expenses

Total Operation and Maintenance Expense
1.761.682
7,168,065 $ 120,196 $

1.751.682
7,288,261 s

1761.682
7.288.261

la Depreciation and Amortization Expenses 2.104.025 2.104.025 2404.025

19
20

Taxes
(3B,019)
(8,375)

1.200.145
264.381
79.726

Federal leone Taxes
State Income Taxes
Property Taxes
Other
Total Taxes
Total Operating Expenses
Operating Income (Loss)

$
s

(213,638)
(47,063)
675.120
219.346
633,765

9,905,855
1,029,039

$
$
$

(46,394)
73,802

(73,802)

$
$
$

(251 ,s57)
(55,438)
675.120
219.345
5B7,372

9,979,658
955,236

$ 1,544,252
$ 1,544,252
$ 2829.694

$
$
$

948_AB8
208.943
754.846
219.346

2.131 .624
11 _523.910
3.284.930

References
Column [A]; Company Schedule C-1 Pg. 7 of 11
Column [B]: Schedule All-4
Column [C]; Column [A] + Column [B]
Column [D]; Schedules All-1 and All-2
Column [E]; Column [C] + Column [D]



ADJ 11 D&scR»pT1on REFERENCES
1 Transmission 8. Distribution Expense Schedule All-5

Arizona Water Company - Casa Grande Water System
DocketNo. W-D1445A-0B-0440
Test Year December 31. 2007

Errata Schedule All-4
Casa Grande

SUMMARY OF OPERATING INCOME STATEMENT ADJUSTMENTS _ TEST YEAR

NO. DESCRIPTION

STAFF
ADJUSTED
TEST YEAR

AS FILED

STAFF
ERRATA

TEST YEAR
ADJUSTED

s 6.578.320
2.217.889
1.085.224

s 6.578.320
2.2t7.6a9
1.985.224

Qperefing Revenues
Residential
Commercial
Industrial
Private Fire Semce
Other Water Revenues

TotalWater Revenues s
450.711

10.345212 450.711
s  10 .345212

10
1 1
12
1 3

Miscellaneous
Total Operating Revenues s

589882
10.93-4.094

589.682
s  1 l . 9 M 8 9 4

OPERATING EXPENSES
Source of Supply Expenses

Purchase# Water 374.207
76. 178 s 374.207

75.178

1387.878 1.387.878

537.890
531 .817

1 5B440? 120.195

537.890
531.517

1.704.503

Pumping Expenses
Purchased Power
Purchased Gas
Other

Water Treatment Expenses
Transmission end Distribution Expenses
Customer Accounting Expenses
Sales Expense
Administrative and Genera! Expenses

Total Gperation and Maintenance Expense x
1.761 .682
7.158.065 s 120195 s s

1781.882
7.288.251

Depreciation and Amortization Expenses 2.104.025 2.104.025

25
z s
27
pa
29
30

Taxes
Federal Income Taxes
State Income Taxes
Property Taxes

Total Taxes

(213,638)
(47,053)
675 2D
219 346
533.765 s

(251,657)
(55,438)
675.120
219.346
557372

34
35
35
37

Total Operating Expenses
Operating Income (Income)

s
s

9.905.855
1.029 D39 s

120196
(120,196)

s
s

s
s

9.979.558
955235



Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31. 2007

Erratta Schedule All-5
CasaGrande

OPERATING INCOME ADJUSTMENT no. 4 - TRANSMISSION & DISTRIBUTION EXPENSES

LINE
[B]

STAFF
ADJUSTMENTSDESCRIPTION

Transmission and Distribution Expenses
Total

[A]
COMPANY
PROPOSED
$ 1.584.407
s 1,584,407 (183,392)

[C]
STAFF

RECOMMENDED
s 1.401.015
$ 1.401 .015

Normalization of Three Year Actual Tank Maintenance Expense
Year

Tank Maintenance expense
Tank Maintenance expense
Tank Maintenance expense
Total

2005
2006
2007

Expense
360 588
211 .298
29.191

601 .078

Normalized Three Year Actual Tank Mains.
Company Proposed
Staff Adjustment - Tank Maintenance Expense

$
s

200,359
156,985
43,374

Normalization of Transmission and Distribution Expenses - Account Nos 663 & 673
Year Account

Transmission & Distribution Expense
Transmission 8 Distribution Expense
Transmission & Distribution Expense
Total

Meters
Meters
Meters

2005
2006
2007

663
663
663

Expense
342,211
452,164
562,900

1,357,274

Normalized over 3 years
Company Proposed
Staff Adjustment

452,425
562,900

(110,475)

Transmission & Distribution Expense
Transmission bi Distribution Expense
Transmission & Distribution Expense
Total

Meters
Meters
Meters

2005
2006
2007

673
673
673

$

216,203
238,946
402,011
857,159

12
13
14
15
16
17
18
19
20
21
22
23
24
25
25
27
28
29
30
31
32
33
34
35
36
37

Normalized over 3 years
Company Proposed
Staff Adjustment

$
$
s

285,720
402,011

(116,291)

Total Staff Adjustments (L15 + L26 +L35)
Staffs Surrebuttal Adjustment
Staff Errata Adjustment

$
$
s

(183,392)
(303,588)
120,196

References:
Col [A]: Company Schedule C-1 Page 7
Col [B]: All Testimony, Company General Ledger
Col [C]: Col, [A] + Col. [B]



ARSZONA WATER COMPANY

Test  Year Ended December 31.  2007
Calculat ion of  Future Tank Maintenance Accrual

Rate of
In f la t ion

1.59%

2.68%

3.39%

Average
2.85%

2.67%

Projected In f l a t i on

Factor

2.67%

8.23%
11.12%
14.08%

17.13%

20.26%

23.47%
26.76%
30.15%

33.62%
37.199
40.85%

44.61%
48.48%

EXHIBIT



ARIZONA WATER COMPANY

Test Year Ended December 31. 2007
Calculation of Future Tank Maintenance Accrual

Inflation Adjusted Expenditures

Estimated Expenditures
Inflation Favor
Inflation Adjustment
Total Inflation Adjusted Expenditures
Average Adjusted Estimated Expenditures

5.41%

Based on Current Accrual

(107,136) (49,650)

331.410

(104,227)

Beginning Balance
Estimated Expenditures
Current Accrual
Estimated Ending Balance

Average Yearly Ending Balance

(104,227)

(49,650)

Based on Adjusted Future Accrual

(107,136) (98,939)

331.410

(153,515)

78

Beginning Balance
Estimated Expenditures
Revised Future Accrual
Estimated Ending Balance

Average Yearly Ending Balance

(153,515)

(98,939)

inflation Adjusted Expendit

Estimated Expenditures
Inflation Factor
Inflation Adjustment
Total Inflation Adjusted Expenditures
Average Adjusted Estimated Expenditures

4

2.67%
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1 INTRODUCTION

2 Q. Please state your name and business address.

3 Steven M. Oleo, 1200 West Washington, Phoenix, Arizona, 85007.

4

5 Q. By whom and in what capacity are you employed?

6

7

I am employed by the Arizona Corporation Commission ("Commission") as die Assistant

Director for the Utilities Division ("Division").

8

9 Q. Please state your educational background.

10

11

12

13

I graduated from Arizona State University ("ASU") in 1976 with a Bachelors Degree in Civil

Engineering. From 1976 to 1978, I obtained 47 graduate hours of credit in Environmental

Engineering at ASU. r

14 Q- Please state your pertinent work experience.

15 From April 1978 to October 1978, I worked for the Engineering Services Section of the

16 Bureau of Air Quality Control in the Arizona Department of Health Services ("ADHS"). My

17 responsibilities were to inspect air pollution .sources to determine compliance with ADI-IS

18 rules and regulations.

19

20 From November 1978 to July 1982, Iwis with the Technical Review Unit of the Bureau of

21 Water Quality Control ("BWQC") in ADHS (tiNs is now part of the Arizona Department of

22 Environmental Quality ["ADEQ'°])- My responsibilities were to review water and

23 wastewater construction plans for compliance with ADHS rules, regulations, and

24

A.

A.

A.

A.

Engineering Bulletins.

l
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1 From July 1982 to August 1983, I was with the Central Regional Office, BWQC, ADHS.

2 My responsibilities were to conduct construction inspections of water and wastewater

3 facilities to determine compliance with plans approved by the Technical Review Unit. I also

4 performed routine operation and maintenance inspections to determine compliance with

5 ADHS rules and regulations, and compliance with United States Environmental Protection

6 Agency requirements .
I

7

8 From August 1983 to August 1986, I was a Utilities Consultant/Water-Wastewater Engineer

9 with the Division. My responsibilities were to provide engineering analyses of Commission

10 regulated water and wastewater utilities for rate cases, financing cases, and consumer

11 complaint cases. I also provided testimony at hearings for those cases.

12

13 From August 1986 to August 1990, I was the Engineering Supervisor for the Division. My

14 primary responsibility was to oversee the activities of the Engineering Section, which

15 included one technician and eight Utilities Consultants. The Utilities Consultants included

16 one Telecommunications Engineer, three Electrical Engineers, and four Water»Wastewater

17 Engineers. I also assisted the Chief Engineer and performed some of the same tasks as I did

18 as a Utilities Consultant.

19

20 In August 1990, I was promoted to the position of Chief Engineer. My duties were

21 somewhat the same as when I was the Engineering Supervisor, except that now I was less

22 involved with the day-to-day supervision of the Engineering Staff and more involved with

23 the administrative and policy aspects of the Engineering Section.
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In April 2000, Iwis promoted to my present position as one of two Assistant Directors of the

Division.. In this position, I assist the Division Director in the Policy aspects of the Division

I am primarily responsible for matters dealing with water and energy

4 PURPOSE

5 Q What was your assignment in this case

My assignment was to review the Cost of Service Study ("COSS") performed by Arizona

Water Company ("AZ Water" or "Company")

9 Q What is the purpose of this preiiled testimony

This testimony will discuss my review of AZ Water's COSS and present the results of that

review along with Staff' s recommendations

13 Q Have you reviewed or prepared COSSs in the past or as part of your duties at the

Commission?

Yes, I have prepared and/or reviewed COSSs for water, sewer, electric and natural gas

utilities. Some of these cases include Arizona Water Company rate cases (Docket Nos

U-1445-85-037 and U-1445-91-227), Arizona Sierra Utility Company (Docket No. U-2140

87-219), Graham County Electric Cooperative (Docket No. U-1749-92-298), Sul fur

Springs Valley Electric Cooperative (Docket No. U-1575-92-220), and Southwest Gas

Corporation (Docket NQ. U-1551-86-300). This is not an all-inclusive listing
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1 Q~ Was rate design part of your assignment?

2 Rate design should not be confused with COSS. A COSS is the allocation of only costs to

3 each customer class. Rate design involves the allocation of revenues to each customer class

4 along with the development of the particular rate to achieve that revenue. The COSS is only

5 one of many factors that is considered when allocating revenues. Once the revenue

6 allocation is completed, then specific rates are designed to collect those revenues. Staff' S

7 Plifnwy rate design witness in this case is Jefiiey Michlik. I assisted Michlik

8 developing specific Residential rates for some of the systems.

9

10 COST OF SERVICE STUDY

11 Q- What is a Cost of Service Study?

12

13

14

15

In very simple terms, a COSS is an estimation of cost-causation by customer class, i.e. how

much does it cost the utility to provide its service to each specific customer class. The reason

for determining the costs incurred by the utility to serve each customer class is to assist in

allocating the revenue requirement for each customer class.

16

17 For each type utility, there are several generally accepted methods for conducting a COSS.

18 There is no one "correct" COSS method, but rather a range of reasonable alternatives. This

19 is not to suggest that COSSs are arbitrary, some allocations are clearly more reasonable than

20 others. This is the reason a COSS should only be used as a general guide and as one of

21 several considerations in allocating revenue requirements and designing rates.

A.

A.

4

Mr. MI. in
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1 Q. What was the process you used in reviewing the Company's COSS?

2 I began by reviewing the overall cost of service mediodology Used by the Company. then

3 looked at specific items within the COSS, primarily the allocation factors (for Commodity,

4 Demand, Customer, and Direct Private Fire) used by AZ Water.

5

6 Q- Did you conduct a separate, independent COSS?

7 No, I did not. I reviewed the Company's COSS by looldng specifically at the COSS for the

8 Casa Grande System only. I looked at this system in particular because it contains the most

9 overall customer diversity, i.e., a mixture of Residential, Commercial, Industrial and Direct

10 Private Fire. Since the Company used the same COSS method for all its systems, reviewing

11 the COSS for Casa Grande would be representative of the Company's overall COSS.

12 Therefore, all Staffs comments in this testimony, regarding AZ Water's COSS, are based

13 solely on my review of the Company's Casa Grande COSS.

14

15 Q- What are Staff's findings regarding the overall cost of service methodology used by the

16 Company in this case?

17 The two most generally accepted COSS methods used in the water industry are the Base-

18 Extra Capacity Method and the Commodity-Demand Medan as outlined in the American

19 Water Works Association Manual Ml, "Principles of Water Rates, Fees, and Charges For

20 this case, the Company chose the method which I have usually used in the past, which is the

21 Commodity-Demand Method. The Commodity-Demand Method breaks the costs of

22 providing water service into four primary cost components: commodity costs (costs that tend

23

A.

A.

A.

to vary with the amount of water), demand costs (costs associated with peak use/demand),
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I 1 customer costs (costs not associated with water use, Ag., billing) and direct fire protection

2 costs. I find the Company's use of the Commodity-Demand Method in this case to be

3 appropriate.

4

5 Q- What are Staffs conclusions regarding the Company's COSS allocation factors?

6 Staff is in agreement with the allocation factors used by AZ Water except for those involving
f

7 General Plant, Water Treatment Expenses, and Transmission & Distribution ("T&D")

8 Expenses.

9

10 Q- Please explain.

11 Please refer to Schedule G-7 z

12 For Water Treatment Expenses, I allocated 90 percent to Commodity and 10 percent to

13 Demand (Company used 48 percent Commodity and 52 percent Demand). I used this

14 allocation because I believe that Water Treatment Expenses will fluctuate primarily with

15 the amount of water sold.

16

17 For Transmission 8; Distribution Expenses, I allocated 10 percent to Commodity and 90

18 percent to Demand (Company used 42 percent Demand and 58 percent Customer). I used

19 this allocation because I believe that T&D Expenses will fluctuate in the same proportion

20 as T&D Mains, T&D Land and Storage, which the Company and I both allocated 10

21

A.

A.

percent to Commodity and 90 percent to Demand.
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For General Plant Land and General Plant Structures, I allocated 10 percent to Commodity

and 90 percent to Demand (Company allocated 100 percent Demand). I used this

allocation because I believe this plant should be allocated in the same manner as T&D

Mains, T&D Land, Storage, Intangible Plant, Source of Supply Plant, Pumping Plant and

Water Treatment Plant, which the Company and I both allocated 10 percent to Commodity

and 90 percent to Demand

Leasehold Improvements, Office Furniture & Equipment, Warehouse Equipment, Tools

Shop & Garage Equipment, Laboratory Equipment, Power Operated Equipment

Communication Equipment, and Miscellaneous Equipment, I allocated the same as the

Subtotal T&D Plant. The Company allocated all these items as 100 percent Customer

except for Power Operated Equipment and Communication Equipment, which AZ Water

allocated 25 percent to Demand. I used this allocation because I believe that all this type

general plant should be allocated in the same proportion as T&D Plant and not based on

the number of customers

17 Q~ Did you make any other adjustments to AZ Water's Casa Grande COSS?

Yes, I made the adjustments recommended by Staff with regard to expenses and plant

20 Q Please explain

For Wells, I deducted $1,056,318 from the Company's $5,758,437, per the adjustment on

Staff Schedule BKB-2 (Schedule G-7)
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1 On Schedule G-6, Image the following adjustments:

For Transmission & Distribution Expenses, I deducted. $303,588 from the
Company's $1,887,995, per Staff Schedule AII-4.

For Depreciation & Amortization Expenses, I deducted $225,735 firm the
Company's $2,329,760, per Staff Schedule A11-4.

For Income Taxes at Present Rates, I added $236,522 and $52,103 to die
Company's negative $549,326, per Staff Schedule AH-4.

2

3

4

5

6

7

8

9

10

11

12

13

14

For Property Taxes, I deducted $131,347 from the Company's $806,467, per
Staff Schedule AH-4.

On Schedule G-5, I made the following adjustments:

For Source of Supply Plant, I deducted $1,056,318 from the Company's
$6,113,706, per Staff Schedule BKB-2.

For Accumulated Depreciation, I deducted $812,369 from the Company's
$17,639,046, per Staff Schedule BKB-2.

For Customer Deposits, I added a Line to Schedule G-5 (the Company did not
include a Line for Customer Deposits) and added $252,738, per Staff Schedule
BKB-2.

For Working Capital, I deducted $208,846 from the Company's $383,959, per
Staff Schedule BKB-2.

15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

For Net Regulatory Asset/(Liability), I deducted $14,289 from the Company's
$5'75,803, per Staff Schedule BKB-2.

31 Q- With the adjustments Staff made to allocation factors, expenses and plant discussed

32 above, what differences are there between the results of Staff's COSS and AZ Water's?

33 In each of the G-1 Schedules, COSS at test year revenues, the specific numbers are different,

34

A.

however, the results of two COSSs could be considered the same.
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1 Q- Please explain.

2 The Company's overall rate of return on its Schedule G-l for Casa Grande is 1.59 percent,

3 while Staffs is 2.54 percent. Both are below Stay's recommended 8.1 percent. Each of the

4 individual customer class rates of return are on the same side of the overall rate of return for

5 each COSS. What I mean by this is that for:

1) The Residential class for Staff has a rate of return lower than Staffs overall
rate of return and the Residential class for AZ Water has a lower rate of return
than the Company's overall rate of return.

2) The Commercial class for Staff has a rate of return higher than Staffs overall
rate of return and the Commercial class for AZ Water has a higher rate of
return than the Company's overall rate of return.

3) The Industrial class for Staff has a rate of return higher than Staff' s overall rate
of return and die Industrial class for AZ Water has a higher rate of return than
the Company's overall rate of return.

4) The Other class for Staff has a rate of return higher than Staffs overall rate of
return and the Other class for AZ Water has a higher rate of return than the
Company's overall rate of return.

6
7
8
9

1 0
11
12
13
1 4
15
16
17
18
19
2 0
21
2 2
23
2 4
25

5) The Direct Private Fire class for Staff has a rate of return lower than Staffs
overall rate of return and the Direct Private Fire class for AZ Water has a
lower rate of return Dian the Company's overall rate of return.

26 The above information is the basis for my conclusion that die overall results of the two

27 COSSs are the same, even with the adjustments made by Staff.

28

29 Q~ Did you review all aspects of the Company's COSS?

30

A.

A. No.
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1 Q- Please explain.

2 I only reviewed the basic portions of the AZ Water's COSS. For Schedule G-1, I did not

3 review anything below Line 25 nor did I review anything on the second page of Schedule

4 G-1. For Schedule G~2, I did not review anything below Line 24. For Schedule G~3, I did

5 not review anything below Line 24 on the first page. For Schedule G-4, I did not review

6 anything below Line 30. For Schedule G-6, I did not review anything below Line 29.

7

8 Q- Does this conclude your direct testimony?

ll

9

A.

A. Yes, it does.
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l INTRODUCTION

2 Q- Please state your name and business address.

3

4

My name is Elijah O. Abinah. My business address is 1200 West Washington Street,

Phoenix, Arizona, 85007.

5

6 Q- Where are you employed and in what capacity?
!

7

8

I am employed by the Utilities Division ("Staff") of the Arizona Corporation Commission

("ACC" or "Commission") as the Assistant Director.

9

10 Q- How long have you been employed with the Utilities Division?

11 I have been employed with the Utilities Division since January 2003 .

12

13 Q- Please describe your educational background and professional experience.

14

15

16

17

18

I received a Bachelor of Science degree in Accounting from the University of Central

Oklahoma in Edmond, Oklahoma. I also received a Master of Management degree from

Southern Nazarene University in Bethany, Oklahoma. Prior to my employment with the

ACC, I was employed by the Oklahoma Corporation Commission for approximately eight

and a half years in various capacities in the Telecommunications Division.

19

20 Q- What are your current responsibilities?

21

22

A.

A.

A.

A.

A. As the Assistant Director, I review submissions that are filed with the Commission and

make policy recommendations to the Director regarding those filings .
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1 Q What is the purpose of your testimony

The purpose of my testimony is to address the issue of system interconnection and rate

consolidation. In addition,  I will respond to the Company's proposed interconnection

and/or rate consolidation

6 Q What other Staff members will be tiling testimony

Mr. Oleo will be filing testimony on Cost of Service.  Mr. Iggie is filing testimony on

Revenue Requirement, Mr. Bozzo on Rate Base, Mr. Parcels on Cost of Capital and Mr

Michlik on Rate Design

11 RATE CONSOLIDATION/SYSTEM INTERCONNECTION

12 Q DoesStaff support rate consolidation and/orsystem interconnection?

Yes, in appropriate circumstances. Staff believes where and when it is technically and

financially feasible, rate consolidation and system interconnections should be considered

by the Commission

17 Q Can you please define rate consolidation and system interconnection?

Rate consolidation also known as Single Tariff Prices ("STP") is "the use of a unified rate

structure for multiple utility systems that are owned and operated by a single utility, but

that  may or  may not  be contiguous or  physically interconnected." Whereas, system

u t i l i t y  a r e phys ica l ly  connec t ed or  t ied  t oget her .  When a

interconnected, in most instances, they share water sources, storage tanks, pipelines, etc

interconnection is when two or more systems or districts owned and operated by a single

sys t em or  dis t r ic t  i s
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l Q- When a company is physically interconnected, is it appropriate to have a STP?

2 Yes. Staff believes that, when a company is physically interconnected, an STP is

3 appropriate.

4

5 Q- Please explain.

6

7

8

9

Staff believes that prior to rate consolidation, the Company should first consider whether

two or more systems can and should be physically interconnected. If interconnection is

technically and financially feasible, then the Company should interconnect and thereafter,

propose to consolidate the rates for those systems or propose an STP.

10

11 Q. Does a utility have to interconnect in order to have a rate consolidation or STP?

12 No. Staff believes that in some instances physical interconnection is not technically or

13 financially feasible, while rate consolidation may be.

14

15 Q_ Did the Company propose consolidation in its Direct Testimony?

16 Yes. In its Direct Testimony, the Company did propose rate consolidation.

17

18 Q. Can you please briefly describe the Company's proposal?

19 .A. Yes.

20

21

22

The Company is proposing partial consolidation and possible future system

interconnection for some of the systems. Based on the conversation with the Company,

the Casa Grande and Stanfield system as well as Casa Grande and Tierra Grande system

may be interconnected in the future.

23

24 Q- What is Staff's recommendation?

25

26

A.

A.

A.

A.

A.

Staff recommends that the Commission approved the Company's proposed rate

consolidation with some modifications. Staff further recommends that the Company file,
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in this docket as a compliance item, a detailed timeline by which the Company will

achieve interconnection of its systems where it is technically and financially feasible. In

addition, the Company should also tile in this as a compliance item, a

plaWtimeline by which the Company will achieve a single rate structure for its entire

docket,

systems

7 Q Does rate consolidation and/or system interconnection have to be statewide?

No. Rate consolidation and/or system interconnection does not necessarily have to be

statewide. It could also be by region

11 Q Please explain

The Commission can consider a statewide rate consolidation without talking into

Anotherconsideration whether the system/district is physically connected or not.

alternative is to implement rate consolidation on a county-wide basis

16 Q Does Staff believe that rate consolidation and/or system interconnection is possible

for all systems/districts

No. Sometimes rate consolidation and/or system interconnection is not technically or

financially feasible

21 Q Should rate consolidation and/or system interconnection be considered based on the

type of services provided?

Yes. Staff believes that rate consolidation and/or system interconnection could be

considered just for the type of services provided. For instance, if there is to be a rate

consolidation, the Company could propose one set of rates for its water systems/districts

and another or different rates for its wastewater systems/districts
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1 Q Should the Commission establish,  a t  a  minimum, a  set  of cr iter ia  in consider ing rate

consolidation and/or system interconnection?

Yes. Staff believes that, at a mirdmum, the Commission should establish certain criteria

for rate consolidation and/or system interconnection

6 Q What criteria should be considered in recommending rate consolidation?

Staff believes that the following criteria should be utilized at the minimum

These issues come into play with small,  troubled water

systems that are not currently a part of a larger system. SMall troubled systems often

need substantial investment to alleviate health or public safety issues such as water

Public health and safety

quality. Upgrades to such systems can be significant and substantial and since this

may be spread over only a few customers, rates could increase drastically. One of the

most valuable outcomes of consolidated rates is that it allows the purchase of these

systems by larger, more stable companies who can in tum investment in the system to

address water quality

Proximity and location - Proximity may help psychologically getting people to accept

single tariffs, but certainly is not a requirement

Community of interest - Staff believes that prior to rate consolidation and/or system

interconnection, the Company should consider whether those districts/systems have a

common interest such as, schools, hospitals, recreational parks, churches, etc. If the

districts have such things in common, and it is technically and financially feasible

then system interconnection could make sense, thereby justifying rate consolidation
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1 Economies of scale/rate case expense One area where there would be significant

2

3

4

5

economies of scale would be in the preparation of rate cases. Preparing, analyzing and

lit iga t ing the consolida ted cases  could be much more eff icient  than process ing

individual cases. Issues which have caused delays and added costs such as allocating

shared plant or other costs between districts could disappear as there would be only a

6 single number for rate base or expenses.

7

8 Price shock/mitigation

9

10

Price shock is an issue during the transition period and, in

reality, is relative to the prices people pay now. It is also important to remember that

there will be communities that clearly benefit from this and others that do not. For

11 a small,

12

13

example, if 300 customer  system needed to make an investment  of $1.0

million, each customer could face an increase of roughly a $50 per month, just to meet

I f  on  t he o t her  ha nd,  we ha d a

14

15

the revenue requirement  for  this  investment .

consolidated tar iff and could spread that same revenue requirement over  100,000

customers, each customer would face an increase of only $0.15 per month.

16

17 •

18

19

20

21

22

23

24

25

Public policy -- Public policy will be a key part of tariff consolidation. There are

several examples of public policy driving regulatory decisions that differ from a purely

theoretical view on regulatory practices. Public policy on water conservation is one of

the key drivers behind the increasing block tariffs used to promote more efficient use

of water even though, in a traditional "cost of service" model, one might expect to see

the opposite pricing. Public policy is also behind the push to switch water use from

non-renewable groundwater to renewable sources like surface water, even though

groundwater may be less expensive in the short term. The key public benefits related

to tariff consolidation include:

T
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The opportunity for efficient consolidation of small troubled water

companies, some of which may be some distance from other company's

current footprint

The ability to minimize severe price shocks experienced by one or two

communities as a new facility or major upgrade is undertaken

Other jurisdictions/municipalities - Staff believes that the Commission should

examine how and if this issue is being addressed by other jurisdictions

10 Q How many rate making systems are within Arizona Water Systems

Staff believes that for rate making purposes, Arizona Water has 17 systems. However

physically, there are 22 independent water systems

14 Q Can you please briefly describe Arizona Water Systems

Yes. Arizona Water systems are divided into three major groups or divisions, the

Norther, Eastern, and Western Group

The Northern group consists of eight independent water systems

Lakeside

Pinetop

Overgaard

Forest Towne

Sedona

Valley Vista

Pinewood

Rimrock
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1 The Eastern group consists of eight water systems :

2

3

4

5

6

7

8

9
10

1

•

•

•

•

Superstition (Apache Junction and Superior)
Miami
Winkelman
San Manuel
Oracle
Sierra Vista
BiSbee

11 The Western group consists of six independent water systems:

12

13
14

15

16
17

•

•

•

•

•

Casa Grande (Tierra Grande)
Coolidge
Stanfield
Aj o
White Tanks

18

19

20

Q. Are any of the systems physically interconnected?

21

Yes. The Casa Grande and Coolidge are physically interconnected. In addition, the

Company, stated that in the future, the Casa Grande and Stanfield system and Casa

Grande and Tierra Grande system may be interconnected.22

23

24 Q- Is the Company proposing to physically interconnect other systems?

25

26

No.

27 Q- Does Staff agree with the Company's proposal?

28

29

A.

A.

A. Yes.

f
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1 Q Can the system be physically interconnected by groupings

Yes. I will discuss this in detail later in my testimony

4 Q Should location and proximity of the system be the only deciding factor

No. Staff believes other  factors such as cost  of interconnection.  and the terra in be

considered prior to physical interconnection. As sta ted ear lier  in my test imony,  the

Commission should consider other criteria in establishing or approving rate consolidation

9 NORTHERN GROUP

10 Q Is the Company proposing physical interconnection for  any of its Northern Group

No

13 Q Does  S ta f f  bel ieve tha t  i t  is  t echnica l ly fea s ib le for  Ar izona  Wa ter  Compa ny to

physically interconnect some of its water  systems in the Northern Group

Yes. Based solely on proximity, some of the systems can be physically interconnected

17 Q Please explain

As shown in Attachment 2, the distance between the systems in its Northern group is as

follows

Lakeside to Pinetop Lake is 2.11 miles

Overgaard to Forest Town is 12 miles

Sedona to Pinewood is 5.14 miles

Sedona to Valley Vista is 2.38 miles

Valley Vista to Rimrock is 6.34 miles
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l Q Does Staff believe it is financially feasible to physically interconnect those systems

No. Even though the systems may be close in proximity and distance,  Staff believes

because cf the terrain it is not financially feasible to interconnect. The cost to interconnect

would outweigh the benefit

6 Q Did the Company propose a rate consolidation for the Northern Group

Yes. The Company is proposing to partially consolidate Overgaard and Lakeside. Also

the Company is proposing rate consolidation for Pinewood, Rimrock and Sedona

10 Q- What factor(s) did Staff consider  in analyzing the Company's proposal?

Staff considered factors such as economics of scale, rate mitigation, public interest, and

community of interest in making its recommendation

14 Q Can you please describe what partial consolidation is as proposed by the Company

Par t ia l consolida t ion as  proposed by the Company will  r equire the Commission to

es t a b l ish a  common monthly minimum cha r ge for  a l l  t he sys t ems  bu t  a  dif fer ent

commodity rate

19 Q What is Staff recommending

Staff recommends full consolida t ion. S t a f f  bel ieves  t he mont hly  minimum a nd

commodity rate should be the same

23 EAST ERN GROUP

24 Q Is the Company proposing physical interconnection for  any of its Eastern Group

No
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1 Q.

2

3

Does Staff believe that it is technically feasible, to physically interconnect any

systems in the Company's Eastern Group?

Yes. Based on proximity, some of the systems could be physically interconnected.

4

5 Q- Please explain.

6 As shown in Attachment 3, the distance between the systems in the Eastern Group is as

7 follows :

8

9

10

20 miles between Superstition and Miami

20.24 miles between Sierra Vista and Bisbee

11

12 Q. Does Staff believe it is financially feasible to physically interconnect those systems"

13

14

No. Even though the systems are close in proximity and distance, Staff believes because

of the terrain it is not financially feasible to interconnect. The cost to interconnect would

15 outweigh the benefit.

16

17 Q. Did the Company propose a rate consolidation from the Eastern Group?

18 Yes. The Company is proposing to partially consolidate Superstition and Miami, in

19 addition, the Company is proposing to consolidate Sierra Vista and Bisbee.

20

21 Q. Can you please describe what partial consolidation is as proposed by the Company?

22

23

Partial consolidation as proposed by the Company will require the Commission to

establish a common monthly minimum charge for all the systems but a different

24 commodity rate.

25

A.

A.

A.

A.

A.
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1 Q- What is Staff recommending?

2 Staff recommends full consolidation. Staff believes the monthly minimum and

3 commodity rate should be the same.

4

5 WESTERN GROUP

6 Q-

7

8

Is the Company proposing physical interconnection for any of its Western Group?

No. Not in this case. According to the Company, in the near future they may physically

interconnect Stanfield and Casa Grande, and Tierra Grande and Casa Grande.

9

10 Q~ Does Staff believe that it is technically feasible for any systems in the Western Group

11 to be physically interconnected?

12 Yes. Based on proximity, some of the systems could be physically interconnected.

13

14 Q. Please explain.

15 As shown in Attachment 4, the distance between Arizona Water Company's Western

16 Group is as follows:

17

18 Stanfield to Casa Grande is 3 miles

19 Casa Grande to Tierra Grande is 3.52 miles

20

21 Q. Does Staff believe it is financially feasible to physically interconnect those system?

22 Yes. Staff believes the benefit outweighs the cost. Based on the conversation with Staff

23

24

Engineer, it will cost approximately $750,000.00 to interconnect Stanfield and Casa

Grande and $1 million to physically interconnect Casa Grande and Tierra Grande.

r

25

A.

A.

A.

A.

A.
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1 Q What is Staff recommending

Staff recommends full consolidation.

commodity rate should be the same

Staff believes the monthly minimum and

5 Q Does this conclude your Direct Testimony

Yes it does
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1 INTRODUCTION

2 Q. Please state your name, place of employment and job title.

3

4

5

My name is Katlin Stukov. My place of employment is the Arizona Corporation

Commission ("Commission"), Utilities Division, 1200 West Washington Street, Phoenix,

Arizona 85007. My job title is Utilities Engineer.

6

7 Q.

8

How long have you been employed by the Commission?

I have been employed by the Commission since June 2006.

9

10 Q-

11

12

13

14

Please list your duties and responsibilities.

As a Utilities Engineer, specializing in water and wastewater engineering, I inspect and

evaluate water and wastewater systems, obtain data, prepare reports, suggest corrective

action, provide technical recommendations on water and wastewater system deficiencies,

and provide written and oral testimony on rate and other cases before the Commission.

15

16 Q.

17

How many cases have you analyzed for the Utilities Division?

I have analyzed approximately 40 cases covering various responsibilities for the Utilities

18 Division.

19

20 Q- What is your educational background?

21

22

I graduated from the Moscow University of Civil Engineering with a Bachelor of Science

degree in Civil Engineering with a concentration in water and wastewater systems.

23

24 Q.

A.25

26

A.

A.

A.

A.

A.

Briefly describeyour pertinent work experience.

Prior to my employment with the Commission, I was a design review environmental

engineer with the Arizona Department of Environmental Quality ("ADEQ") for twenty

J
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years. My responsibilities with ADEQ included review of projects for the construction of

water and wastewater facilities. Prior  to that,  I worked as a  civil engineer  in several

engineering and consulting firms,  including Bechtel,  Inc.  and Brown & Root,  Inc. ,  in

Houston_ Texas

6 PURPOSE OF TESTIMONY

7 Q Were you assigned to provide the Utilities Division Staffs' ("Staff") engineering

Arizona Water Company ("AWC" or

AWC water  systems.

analysis and recommendations for this

Company") rate case proceeding

Yes. I reviewed the Company's application and responses to data requests, and I visited

This testimony and its attachment present Staffs engineering

evaluation

14 ENGINEERING REPORT

15 Q Please describe the attached Engineering Report, Exhibit KS

Exhibit KS presents AWCwater systems' details and Staff" s analysis and findings, and is

attached to this direct testimony. Exhibit KS contains the following major topics: (1) a

description and analysis of each water system, (2) water use, (3) growth, (4) compliance

with the rules of the ADEQ and Arizona Department of Water Resources, (5) depreciation

rates and (6) Staffs conclusions and recommendations

22 Q Please summarize Staff's engineering conclusions and recommendations

Such a summary is provided at the front of Exhibit KS

Q Does this conclude your direct testimony25

Yes. it does



Exhibit KS

Engineering Report For
Arizona Water Company
Docket No. W-01445A-08-0440 (RATES)
By: Katlin Stukov
Utilities Engineer
March 19. 2008

SUMMARY

CONCLUSIONS

The Arizona Department of Environmental Quality ("ADEQ") or its formally delegated
agent, the Maricopa County Environmental Services Department ("MCESD"), has reported
that all Arizona Water Company community water systems have no deficiencies and these
systems are currently delivering water that meets water quality standards required by
Arizona Administrative Code, Title 18, and Chapter 4

The Forest Towne water system is not a community system and is not subject to ADEQ or
Arizona Department of Water Resources ("ADWR") COmpliance monitoring

Eight of the Company's systems have a water loss above the recommended threshold
amount of 10 percent. By system, the water loss is as follows: Pinetop Lakes, 15.4 percent
Pinewood, 26 percent, Rimrock, 11 percent, Superior,18.4 percent, Winkelman, 12 percent
San Manuel, 10.7 percent, Bisbee,16 percent, and Tierra Grande, 12.6 percent

A11 Arizona Water Company ("AWC" or "Company") water systems have adequate
storage capacities to serve their respective present customer base and a reasonable level of
growth

Except for the Valley Vista system, all other AWC water systems have adequate
production capacities to serve their respective present customer base and a reasonable level
of growth

ADWR has determined that, except for Superior and Oracle, the Company's other water
systems are in compliance with ADWR requirements governing community water systems

ADWR has determined that Management Plans filed for Superior and Oracle systems are
not in compliance with ADWR requirements with regard to potential Lost and
Unaccounted for Water ("L&U") violations

2.

4.

3.

6.

5.

7.

8.

1.

The Company has approved curtailment plan and a backflow prevention tariffs
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RECOMMENDATIONS

1. Eight of the Company's systems (Pinetop Lakes, Pinewood, Rimrock, Superior,
Winkelman, San Manuel, Bisbee and Tierra Grande) have a water loss above the
recommended threshold amount of 10 percent. Staff recommends that the Company
evaluate these water systems and prepare a report for corrective measures demonstrating
how the Company will reduce water losses to less than 10 percent. Water loss shall be
reduced to less than 10 percent by December 3 l , 2010. If the Company finds that reduction
of water loss to less than 10 percent is not cost-effective, the Company shall submit a
detailed cost analysis and explanation demonstrating why the water loss reduction to less
than 10 percent is not cost effective. In no case shall water loss be allowed to remain above
15 percent. The Company shall file the corrective measures or cost effectiveness report with
Docket Control, as a compliance item in this docket, by JuNe 30, 201 l.

2. Staff recommends that the Company file as a compliance item in this dock<et, no later than
December 31, 2010, the documentation issued by ADWR indicating that the Company's
Superior and Oracle systems Management Plans have met ADWR requirements.

3. Staff recommends that the Company file with Docket Control, as a compliance item in this
docket, copies of the Approval of Construction issued by ADEQ for the proposed Arsenic
Treatment Plant for the Valley Vista water system's well #55-212110 by May 31 , 2010.

4. Staff recommends that the Company's reported annual water testing expense of $65,459
(which excludes the MAP expense of $66,992) be accepted for this proceeding.

Staff recommends the adoption of the previously approved depreciation rates developed by
the Company in this company-wide rate case, as presented in Table A.

Staff recommends the acceptance of the Colnpany's requested service line and meter
installation charges, as delineated in Table B.

5.

6.

7. Staff recommends that in case any of the Company's water systems should be consolidated
for purpose of rate making and accounting, AWC be required to continue reporting the
information, including, but not limited to Water Use and Plant Description Data, separately
for each of its individual systems by PWS, as defined by ADEQ, in future Annual Reports
and rate filings.
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Northern Group Eastern Group Western Group

Lakeside Apache Junction Tierra Grande
Pinetop Lakes Superior Casa Grande

Overgaard Mia ml Coolidge
Forest Towne Winkelman Stanfield

Sedona San Manuel Ajo
Valley Vista Oracle White Tank

Pinewood Sierra Vista
Rimrock Bisbee

I EXHIBIT KS
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1. GENERAL INTRODUCTION AND LOCATION OF COMPANY

On August  22 ,  2008,  Ar izona Water  Company ("AWC" or  "Company")  filed  an
application with the Arizona Corporation Commission ("ACC" or "Commission") for a rate
increase for its three operating groups (Northern, Eastern and Western) comprising 17 "systems"
(by billing tariff). AWC supplies water to approximately 84,000 Connections in eight Arizona
countiesl under 22 independent water systems (by PWS), each having its own water production,
storage and distribution facilities. A listing of these systems is tabulated below:

Each respective water system was visited by Katlin Stukov, Staff Utilities Engineer,
accompanied by Company representatives Fred Schneider, Joseph Harris, Joel Reeker, and
system operation managers.

Map I shows the location of each of the Company's 17 water systems within Arizona and
delineates the approximately 440,479 acres of AWC existing certificated area. Each system is
named after the community where the system is located.

1 . . . . . . . .
Navajo, Yavapax, Coconmo, Glla, Peal, Cochise, Puma, and Mancopa
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RimrockLakeside
(Partially

consolidated)

Overgaard
(partially

consolidated)

Sedona
(partially

consolidated)

Lakeside Pinetop
Lakes

Overgaard Forest
4Towne

Sedona Valley
Vista

System
Name

PWS ID# 09-003 09-018 09-004 09-002 03-003 13-114 03-002 13-046

ADEQ
compliant

no yes yes n/a yes yes yes yes

ADWR
Compliant?

yes yes yes n/a yes yes yes yes

AMA We n/a n/a n/a n/a n/a n/a n/a

Number of
Connections
at the end of
the test year

4,015 976 4,212 6 5,702 735 2,895 1,261

Is a
production
capacity

adequate?

yes yes yes yes yes no yes yes

Is a storage
capacity

adequate?

yes yes yes yes yes yes yes yes

Water Loss 5.8 % 15.4% 6.9 % 5.7 % 7.6 % 4.5 % 26% 11%
MAP fee no yes yes no no yes yes yes

Number of
Arsenic

Treatment
Plants

none none none none 2 4 none 6

Date of
site visit

10/22/08 10/22/08 10/2l&
10/23/08

10/21/08 11/5 &
11/6/08

11/5/08 11/4/08 11/4/08

. 5 EXHIBIT KS
Page 3 of 92

11. NORTHERN GROUP

SUMMARY

The Norther Group consists of eight independent water systems. These systems are not
physically interconnected. Statistical information for these systems is tabulated below:

§`"'"l(Awc proposed ¢0ns011datiQn3y" YI
I _

(AWC proposed conso1idation)3--
Pinewood

.°!
I

2 For location information see Map II-a.
3 For location information see Map I1-b.
4 This water system serves less than 15 connections and is not regulated by ADEQ or ADWR.
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter J
Size

(inches)

Year
Drilled

Water
Treatment

System
Sandy 40
Well # 2

55-
616612

ft
. a .

'65
. . . -

301 Ii. 2 1§70 chlorination
System

Nate
Well #7

55-
579779

200 490 1,020 18 4 2000 Chlorlnation
System

Moonridge
Well # 5

55-
504286

150 360 1,115 20 4 1983 Chlorination
System

Lower Woodland
Well # 6

55-
560979

175 490 1,000 18 8 1997 Chlorination
System

Larson
Well # 4

55-
616614

50 145 750 8 4 1982 Chlorination
System

Well # 1
(not in service)

55-
616581

50 1,045 10 1981 n/a

Total 1,550

Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)

Quantity

. "-_ u _*- - _--. _

i'2,00-0 1 2060 35

40,000 1 5,000 1 10 4
100,000 1 15 1
350,000 2 20 1
500,000 2

Total 1,852,000

EXHIBIT KS
Page 6 of 92

1. Lakeside PWS # 09-003

A. LOCATION AND DESCRIPTION OF THE SYSTEM

The Lakeside system is located in the Pinetop-Lakeside area approximately 8 miles south
of Show Low in Navajo County. Major plant in service includes 5 active wells, 7 storage tanks,
pumping facilities and a distribution system serving approximately 4,015 connections. A
breakdown of the plant facilities is tabulated below:

Wells

1.

5 Per Company's responses number KS 2-3, KS 2-4, KS 5-1, KS 5-2 and Staffs site visits (this footnote applies to
all remaining water systems in this report)



Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

8 _Z1li,6-83 5/8x3/4 3,842 521
4 112,904 1 82
6 225,462 2 35
8 69,236 Comp.3 1

10 350 Comp.4 1
12 7,885
16 80
20 80 Total 3,960

267

z:1230

174

165

124

EXHIBIT KS
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheets. Customer
consumption included a high monthly water use of 299 gallons per day ("GPD") per connection
in July, and the low water use was 111 GPD per connection in March. The average annual use
was 180 GPD per connection.

299
ace

250

3 20o

159

150 4*

125
110

111

100

Jan O7 Feb Mar Apr May Jun J\JI

Months

Aug Sep Of! NDV Dec

5 Per Company `s response number KS 5-4 (this footnote applies to all remaining water systems in this report).
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Non-account Water

Non-account water should be 10 percent or less. It is important to be able to reconcile the
difference between water sold and the water produced by the source. A water balance will allow
a company to identify water and revenue losses due to leakage, theft and flushing

The Company reported 292,851,000 gallons pumped, 262,576,700 gallons sold and
13,284,000 gallons of authorized non-revenue uses' for the test year, resulting in a water loss of
5.8 percent. This percentage is within the acceptable limit of 10 percent

SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Lakeside system's source capacity of 1,550 gallons per minute ("GPM") and storage capacity of
1,852,000 gallons is adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Companyg it is projected that this system could
have over 4,500 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.

aPer Company's response number KS 5-4b, non-revenue water use includes flushing of water lines, hydrants, tank
draining 8; cleaning, overflow, fire department use (this footnote applies to all remaining water systems in this
report).
8 Response number KS 2-6 (this footnote applies to all remaining water systems in this report).
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water
Treatment
System

Well #1 55-
616643

33 £56 315 8 3 1976 Chlorlnatlon
System

Well #2 55-
506761

125 395 1,230 20 4 1984 Chlorination
System

Total 565

Storage Tanks Pressure Tanks Booster Pumps

Capacity
(gallons)

Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

"-§61)60 l 3,006"" "TO
Q

1,000,000 1 7,500 1 15 1
20 1

25 2

Total 1,310,000 75 1

EXHIBIT KS
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2. Pinetop Lakes PWS # 09-018

LOCATION AND DESCRIPTION OF THE SYSTEM

The Pinetop Lakes system is located in Pinetop-Lakeside in Navajo County. The
Conlpany's Pinetop Lakes and Lakeside distribution systems are approximately 3 miles apart
(straight-line distance) and there are Certificate of Convenience and Necessity ("CC&N") voids
between the two syste1ns. At this time these systems are not physically interconnected

The Pinetop Lakes system's major plant in service includes 2 wells, 2 storage tanks
pumping facilities and a distribution system serving approximately 976 connections. A
breakdown of the plant facilities is tabulated below:

Wells



Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

8 §-8,§56- 5/8x/4 1,015 T41
6 33,600 1 1
8 4,800 2 9

12 8,800 Comp.3 1
Comp.4 1

Total 1,027

181

746

165

112

137
125

I 97

to

70

M
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year, provided by the
Company in its water use data sheet. Customer consumption included a high monthly water use
of 346 GPD per connection in July, and the low water use was 70 GPD per connection in March.
The average annual use was 169 GPD per connection.

350 145

311

300

250

8 200

150

100

Jan07 Feb

BD

Mar Apr May Jun Jul

MDnI.hs

Aug Sep Nov Dec
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Non-account Water

The Company reported 74,291,000 gallons pumped, 59,972,500 gallons sold and
2,904,900 gallons of authorized non-revenue uses for the test year, resulting in a water loss of
15.4 percent, which exceeds the recommended threshold amount of 10 percent.

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water loss to less than
10 percent is not cost-effective, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective. The water loss should not be allowed to remain above 15 percent.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Pinetop Lakes system's source capacity of 565 GPM and storage capacity of 1,310,000 gallons is
adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 1,200 connections by 2012. Figure below depicts actual growth from 2003
to 2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.

I
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water
Treatment

System

"iA7eTi 13. 1
Townsite

55-
616639

25 60 600 6
.

2 1960 Cl lormation
System

Well # 3
Zane Grey

55-
616641

40 120 700 12 3 1960 Chlorination
System

Well # 2
Pine

Meadows

55-
616640

75 290 600 16 3 1966 Chlorination
Sys tem

Well # 4
Holiday
Forest

55-
616642

60 230 609 10 4 1971 Chlorination
System

Well # 5
Mogolon

55-
579785

100 4 1 0 810 16 4 2000 Chlorination
System

Total 1,110

Storage Tanks Pressure Tanks Booster Pumps
Capacity
(ga l lons)

Quantity Capaci ty
(ga l lons)

Quantity Capaci ty

(HP )

Quantity

gjobb
. -n.1 .

1 326 3

100,000 2 220 2 5 1
250,000 l 250 1 10 2

315,000 1
1,000,000 1

Total 1,790,000

EXHIBIT KS
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3. Overgaard PWS # 09-004

A. LOCATION AND DESCRIPTION OF THE SYSTEM

This  sys tem serves  the Overgaard area ,  which i s  approximate ly  30  mi les  west  of  Show
Low in Navajo County.

M a j o r  p l a n t  i n  s e r v i c e  i n c l u d e s  5  w e l l s ,  6  s t o r a g e  t a nk s ,  pu m p i ng  f a c i l i t i e s  a nd  a
d i s t r ibu t ion sys t em serv ing  approx imate ly  4 , 212  connect ions . A  b r e a k d o w n  o f  t h e  p l a n t
facil it ies is tabulated below:

1

r

Wel ls



Malns Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2
-

i-(i§53- 5/8x3/4 -4,1138 "344
4 119,686 1 14

6 246,049 2 18

8 116,302 Comp.6 1
14 260

Total 4,165

I

89

CB

EXHIBIT KS
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WATER USE

Water Sold

The Figure below represents the water consumption data for the test year, provided by the
Company in its water use data sheet. Customer consumption included a high monthly water use
of 222 GPD per connection in July, and the low water use was 42 GPD per connection in March
The average annual use was 101 GPD per connection

Jan07
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l
I
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!

1 41085 9

4
u 3,919

i

l"j_765,.

1
5,6136 1
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Non-account Water

The Company reported 175,868,000 gallons pumped, 152,540,700 gallons sold and
l 1,225,000 gallons of authorized non-revenue uses for the test year, resulting in a water loss of
6.9 percent. This percentage is within the acceptable limit of 10 percent.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Overgaard systeln's source capacity of 1,110 GPM and storage capacity of 1,790,000 gallons is
adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 4,900 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.

5.000

4.800

4.600

8400

"64.200

4.000

3.800
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water
Treatment
System

55-
616610

Well # 1
Forest
Towne

1.5 7 460 10 1 1l1'lkI'lowI'1 Chlorination
System

Storage Tank Pressure Tank Booster Pumps
Capacity
(gallons)

Quantity Capacity
(gallons)

Quantity QuantityCapacity

(HP)

12,500 119 2

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

4,0436 65/8x3/-

EXHIBIT KS
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4. Forest Towne PWS # 09-002

LOCATION AND DESCRIPTION OF THE SYSTEM

The Forest Towne water system serves the Forest Towne area, approximately 15 miles
west of Snowflake in Navajo County. The Company's Forest Towne and Overgaard distribution
systems are approximately 12 miles apart (straight-line distance) and are not physically
interconnected

Major plant in service includes 1 well, l storage tank, pumping facilities and a
distribution system. This system serves less than 15 connections and is not a community system

A breakdown of the plant facilities is tabulated below

WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 166 GPD per connection in February, and the
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low water use was 74 GPD per connection in December. The average annual use was 108 GPD
per connection.

1'/o

150 e

'130

8 no

Jan'07 Feb Mar Apr May Jun JU!

Months

Aug Sep Ont

.L/14 *_

NoV Dec

Non~account Water

The Company reported 236,000 gallons pumped and 222,600 gallons sold for the test
year, resulting in a water loss of 5.7 percent. This percentage is within the acceptable limit of 10
percent.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Forest Towne systeln's source capacity of 7 GPM and storage capacity of 2,500 gallons is
adequate to serve the present customer base and reasonable growth.



AWC
Well
ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet).

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

#10 55-
566709

100 380 1010 16 4 1998 Arsenic Treatment
(Broken Arrow)

Chlorination System
#7 55-

616661
125 480 700 10 4 Arsenic Treatment

(Williams)
Chlorination System

#6 55-
616662

60 235 8 3 1949 Future Arsenic Treatments
Chlorination System

#2 55-
616656

100 510 320 6 4 1960 Chlorination System

#4 55-
616658

25 60 750 8 2 1955 Chlorination System

#8 55-
616663

250 800 791 16 6 1975 Chlorination System

#9 55-
506794

150 560 505 16 6 1983 Filtration System
Chlorination System

#5 55-
616659

60 155 684 6 1.5 1962 Chlorination System

#12 55-
204279

250 500 897 16 6 2004 Chlorination System

#11
Inactive

55-
590241

1485 16 2002

Inactive 55-
516201

613 8 4- 1989

Inactive 55-
616660

u- u- 1959

Total 3,680
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5. Sedona PWS# 03-003

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Sedona area in Yavapai and Coconino Counties. Major plant in
service includes 9 active wells, 2 arsenic treatment plants, 7 storage tanks, pumping facilities and
a distribution system serving approximately 5,702 connections. A breakdown of the plant
facilities is tabulated below

Wells

Plant not yet constructed during Staffs site visit



Well ID Name Maximum
Capacity
(GPM)

Manufacturer/
Vendor

Ownership Site
Preparation
Completed

Plant Placed
in Operation

We11¥%10 broken
Arrow

566 Basin Lease March,
2006

November,
2006

We11#7 Williams 850 Layne AWC
Owned

March,
2008

April,
2008

Capacity (gallons) Quantity
"""T60,000 2

102,800 l
300,000 1
700,000 1

1,000,000 2
Total 3,302,800

Capacity (HP) Quantity
x

5 5

7.5 3

10 4
20 3

25 3

75 3

Capacity (gallons) Quantity
2,200 l
6,000 1

Capacity gallons) Quantity
1,000 2
1,500 1

2,000 2

5,000 2

Size (inches) Length (feet)
2 80,888
3 21,312
4 162,439
6 253,623
8 94,140

12 16,657
16 1,845

Size (inches) Quantity
5/8x3/4 4,959

1 571

2 138

Comp.3 4

Comp.4 6

Comp.6 1
Turbo 6 1

Total 5,680

Quantity 150

F EXHIBIT KS
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Arsenic Treatment Plants

Storage Tanks Booster Pumps

Filters Tanks Pressure Tanks

Customer Meters Mains

Fire Hydrants
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WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 716 GPD per connection in July, and the low
water use was 300 GPD per connection in March. The average annual use was 491 GPD per
connection

Jar1'D7

Months

Non-account Water

The Company reported 1,106,497,000 gallons pumped, 1,020,285,000 gallons sold and
1,872,000 gallons of authorized non-revenue uses for the test year, resulting ina water loss of 7.6
percent. This percentage is within the acceptable limit of 10 percent

SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Sedona system's source capacity of 3,680 GPM and storage capacity of 3,302,800 gallons is
adequate to serve the present customer base and reasonable growth
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D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 6,000 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

"53-
616671

56- - -i55
. . _ - . - ..

400 8 2 1963 Arsenic Treatment
Chlorlnation System

WHM 55-
616670

5 23 15 8 1 1961 Arsenlc Treatment
Chlorination System

SGR 55-
518969

60 265 613 8 3 1989 Arsenic Treatment
Chlorlnation System

VVwe11#13H 55-
212110

75 50 1005 16 6 2007 Arsenic Treatment
Chlorination System

VV well #1
(not in service)

55-
616672

10 578 6 2 1973

SU
(inactive)

55-
632272

16 8 1952

Tota l 493
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6. Valley Vista PWS# 13414-4

A. LOCATION AND DESCRIPTION OF SYSTEM

The Valley Vista system serves the Village of Oak Creek area in Yavapai County. The
Company's Valley Vista and Sedona distribution systems are approximately 2-1/2 miles apart
(straight-line distance) and are not physically interconnected. Major plant in service includes 4
active wells, 4 arsenic treatment plants, 3 storage tanks, pumping facilities and a distribution
system serving 735 connections. A breakdown of the plant facilities is tabulated below:

Wells

10 Also known as "Rancho Rojo" or "Village of Can Creek"
11 This new well (VV well#l3) was placed in service 'm November 2008. It replaced VV well #l.
12 Arsenic Treatment for VV well #13 (DWR# 55-212110) is temporary provided by an EPA plant, that was used
previously for VV well #1, See Section 'C' (System Analysis) for moredetails.



Well ID Plant Name Maximum
Capacity

(GPM)

Manufacturer/
Vendor

Ownership Year Site
Preparation
Completed

Plant Placed
in Operation

RR Rancid
Roj 0

120 Basin Lease January, 2006 June,
2006

WHM Wild Horse
Mesa

25 Basin Lease January, 2006 June,
2006

SGR Sedona Golf
Resort

300 Basin Lease August,
2006

February,
2007

VV
Well #13

EPA 50-60 Kinetico AWC Owned June,
2Q04

June,
2004

Storage Tanks Pressure Tanks Booster Pumps
Capacity
(gallons)

Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

150,000 1 1,606 1 7.5
. _ ..

1
175,000 1 5,000 2 10 1
250,000 1 20 1

Total 575,000 30 1

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

4 8,400 605.37§x874 424
6 39,104 1 117
8 35,520 2 28
12 900 Comp.3 1

Comp.4 2
Comp.8 1

Total 750
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Arsenic Treatment Plants

B. WATER USE

Water Sold

The F igure below represents  the wa ter  consumpt ion da ta  for  the tes t  yea r  ending
December  31 ,  2007 ,  p r ovided by the Compa ny in i t s  wa ter  use da t a  sheet . Customer
consumption included a high monthly water use of 791 GPD per connection in July, and the low
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water use was 285 GPD per connection in March. The average annual use was 500 GPD per
connection.

800 791

700

600

C
s sao

469

400 Jill

325

300 29.1 255

200

100
Jan'0'7 Feb Mar Apr May Jun Jul

Months

Aus Sep Nov Dec

Non-account Water

The Company reported 141,039,000 gallons pumped, 134,431,300 gallons sold and
244,600 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 4.5
percent. This percentage is within the acceptable limit of 10 percent.

c. SYSTEM ANALYSIS

Based on the present production of 493 GPM, storage capacity of 575,000 gallons and
water use data,Staff concludes that the Valley Vista system has adequate storage, but inadequate
production capacity to serve its customer base.

The Company has indicated that the new well Vv#l3 pumping capacity is 300 GPM, but
a valve on the discharge piping is throttled to allow only 50-60 GPM to run through the existing
EPA Arsenic Plant. The Company stated that design of a new arsenic treatment plant began on
June 19, 2008. The Company anticipates that upon completion of the new arsenic treatment
plant for this well, the well production could be increased to 300 GPM. When these
improvements are installed, the Colnpany's modified system will have adequate production and
storage capacities to serve its customer base and reasonable growth.
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GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 800 connections by 2012. The Figure below depicts actual growth from
2003 to 2007 and projects an estimated growth in the service area for the next five years using
linear regression analysis

05



AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year ,
Drilled

Water
Treatment
System"_"_

"ggi"
616647

56 333 1252 6 3 1977 Chlorination
System

#10 55-
616651

125 305 1330 12 4 1977 Chlorination
System

#11 55-
568934

125 300 1360 12 4 1999 Chlorination
System

Inactive 55-
616650

15 320 6 1976

Total 758

Storage Tanks Pressure T8I'lks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)

Quantity

40,000 1 1,000 1 1.5 1
100,000 2 15 6

500,000 2 30 1
Total 1,240,000

Mass Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 5,555 5/8x3/4 2,873 106
3 1,153 1 8

4 71,040 2 6

6 87,487
8 5,064

10 560
Total 2,887
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7. Pinewood PWS # 03-002

LOCATION AND DESCRIPTION OF THE SYSTEM

This system is located in the Minds Park area, approximately 17 miles south of Flagstaff
in Coconino County. Major plant in service includes 3 active wells, 5 storage tanks, pumping
facilities and a distribution system sewing approximately 2,895 connections. A breakdown of
the plant facilities is tabulated below

Wells
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WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 211 GPD per connection in July, and the low
water use was 29 GPD per connection in March. The average annual use was 88 GPD per
connection

5 1D0

1
BO

32

Jan'07 Feb Mar Apr May Jun Jul

Months

Aug Sep Dec

.ru=r QJ*

Non-account Water

The Company reported 126,878,000 gallons pumped, 93,128,400 gallons sold and
722,000 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 26
percent, which exceeds the recommended threshold amount of 10 percent.

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water losses to less
than 10 percent is not cost-effective, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective. The water loss should not be allowed to remain greater than 15 percent.
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c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Pinewood system's source capacity of 758 GPM and storage capacity of 1,240,000 gallons is
adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 2,960 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

941 55-
616652

-i5
.

96
.._. . ..

i 1`6 10 1970 Arsenic Treatment
Chlorination System

#2 55-
616653

30 173 210 10 4 1968 Arsenic Treatment
Chlorination System

#3 55-
616654

7.5 45 300 6 2 1966 Arsenlc Treatment
Chlorination System

#4 55-
616655

7.5 55 70 6 2 1964 Arsenic Treatment
Chlorination System

MH 3 55-
591459

75 334 1,020 16 4 2003 Arsenic Treatment
Chlorination System

MHZ 55-
803288

5 30 80 6 2 1969 Arsenic Treatment
Chlorination System

MH 1
(not in service)

55-
803289

80 6

Total 727
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8. Rimrock PWS # 13-046

A. LOCATION AND DESCRIPTION OF THE SYSTEM

This system is located in Rimrock, approximately 10 miles northeast of Camp Verde in
Yavapai County. Major plant in service includes 6 active wells, 6 arsenic treatment plants, 3
storage tanks, pumping facilities and a distribution system serving approximately 1,26 l
connections, A breakdown of the plant facilities is tabulated below:

Wells



Well ID Plant Name Maximum
Capacity
(GPM)

Manufacturer/
Vendor

Ownership Year Site
Preparation
Completed

Plant Placed
in Operation

#1 f ir  r ock
We1l#1 Plant

___ .

100 Basin Lease January
2006

June
2006

#2 Rimrock
We11#2 Plant

300 Basin Lease December
2005

February
2007

#3 Rimrock
Well#3 Plant

45 Basin Lease Janualy
2006

June
2006

#4 Rimrock
Well#4 Plant

120 Basin Lease February
ZOQ6

June
2006

MH 3 Montezuma
Haven Plant

300 Basin Lease March
2006

April
2007

MHZ EPA Plant 30 Adedge AWC
Owned

May
2004

February
2005

Storage Tanks Pressure Tanks Booster Pumps

Capacity (gallons) Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

1 350 1 5 2100,000
160,000 1 1,350 1 10 2

200,000 1 3,000 1 15 3

5,000 1

Total 460,000

Mains Customer Meters Fire Hydrants

Size (inches) Length (feet) Size (inches) Quantity Quantity

2 -24,73§"" "3',§X§74"" TQQ33
- _- ._-- _63

3 1,350 1 9

4 67,393 2 4

6 54,688
8 3,638

Total 1 ,2461
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 334 GPD per connection in July, and the low
water use was 143 GPD per connection in December. The average annual use was 212 GPD per
connection.
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Non-account Water

The Company reported 109,930,000 gallons pumped, 97,698,200 gallons sold and
249,000 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 1 l
percent, which exceeds the recommended threshold amount of 10 percent.

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discos red and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water loss to less than
10 percent is not cost-effective. the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective.
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c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Rirnrock system's source capacity of 727 GPM and storage capacity of 460,000 gallons is
adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 1,450 connections by 2012. The Figure below depicts actual growth from
2003 to 2007 and projects an estimated growth in the service area for the next five years using
linear regression analysis.

1 .450

"l.400

1.350

.300

"61.250
.261

1.200

1.150

1.100
03 04 05 06 07 Years 08 09 10 11 12



System Name Superstition
(partially consolidated)

Miami Winkelman San Manuel
(consecutive

to PWS#
11-347)

Oracle

J

Sierra
Vista

Bisbee

Apache
Junction

Superior

PWS ID# 11-004 11-021 04-
002

04-003 11-020 11-019 02-
004

02-001

ADEQ
compliant

yes yes yes yes yes yes yes yes

ADWR
Compliant?

yes no yes yes yes n o yes yes

AMA Phoenix Phoenlx n/a n/a n/a Tucson n/a n/a
Number of
Connections
at the end of
the test year

19,667 1,346 3,104 169 1,563 1,552 2,920 3,457

Is a production
capacity

adequate?

yes yes yes yes n/a yes yes yes

Is a storage
capacity

adequate?

yes yes yes yes yes yes yes yes

Water Loss 7.4% 18.4% 7.8% 12% 10.7% 9.3% 5.4% 16%
MAP fee no yes yes yes no yes yes yes

Number of
Arsenic

treatment plans

2 1 none none 1 none none none

Purchased
Potable Water

yes no no no yes no no no

Date of
site visit

1/21 &
1/22/09

1/22/09 1/15/
09

1/6/09 1/6/09 1/7/09 11/20/
08

11/19/08
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111. EASTERN GROUP

SUMMARY

The Eastern Group consists of eight independent water systems. These systems are not
physically interconnected. Statistical information for these systems is tabulated below:

i

I

I

I

(AWC proposed
¢0ns<>1idati0n)13

-I
g

III.
I

(XvVC proposed'4-8
consolidation)

13 For location information see Map III-a.
in For location information see Map IH-b.
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AWC
Well ID

ADWR
Well

ID

Pump
(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

Well f# 12 -3.3--613591 350- 500 852 'Ta 8 'Mb
(Baseline)

Arsenic Treatment
Chlorination System

Well # 14 55-616589 200 422 1000 20 8 1979
Well # 15 55-565551 400 1270 1467 16 8 1998
Well # 16 55-572660 600 2500 1510 18 12 2000

Well # 18 55-210431 300 960 1450 18 8 2007

-- @ii §¥"iT- 352316592 250 "8'50-.
...n _.

744 10
_6_.

1960 (Oasis)
Arsenlc Treatment

Chlorination System
Well # 13 55-616590 600 2500 900 20 12 1976
Well # 19 55-212858 600 2500 1300 18 12 2007

Ranch 160 WE
(not in service)

-3~§i3§§450 n/a n/a "1T50 12 n/a -3606-
- . . -

n/a

Ranch 160 WE
(not in service)

55-588620 n/a n/a 1250 16 n/a 2002 n/a

Total 11,452
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1. Apache Junction PWS # 11-004

LOCATION AND DESCRIPTION OF THE SYSTEM

Apache Junction system ("AJ") serves the Apache Junction area in Pinal and Maricopa
Counties. In order to reduce reliance on groundwater, the Company obtained Water allocations
from Central Arizona Project ("CAP"). AJ supplements its groundwater supply with the
Conlpany's allocated CAP water, which has been treated by the City of Mesa CAP water
treatment plant ("Mesa")'°. AJ also wheels water from Mesa to the Apache Junction Water
Company ("AJWC")

Major plant in service includes 8 active wells, 2 arsenic treatment plants, 14 storage
tanks, pumping facilities and a distribution system serving approximately 19,667 connections. A
breakdown of the plant facilities is tabulated below

Wells

Per Agreement for treatment and delivery of the Company's CAP allocation between Mesa and AWC
Per Agreement for treatment and delivery of CAP water between Mesa, AJWC and AWC



Description
Meter Size
(in inches)

Capacity
of point of
delivery
(GPM)

Gallons
Obtained

Water

Treatment

City of Mesa CAP Treatment Plant
(AWC CAP allocation of 6,000 acre-ft/yr)

8 8,600 627,863,666
(2,848 acre-ft/yr)

none

Well ID Plant
Name

Maximum
Capacity
(GPM)

Manufacturer/
Vendor

Ownership Year Site
Preparation
Corimpleted

Plant Placed
in Operation

Wells
#12,#14, #15, #16

8<:#l8

Baseline
ATP

`2£506 Layne ARC Owned October
2006

m59
2007

Wells
#11,#13 &#la

Oasis
ATP

2,500' Layne AWC Owned January
2007

April
2007

Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)
Quantity

150,000 1 1,500 1 5 2
300,000 1 2,500 1 10 5
500,000 2 5,000 3 20 5
550,000 1 7,700 1 25 1

1,000,000 4 20,000 1 30 1
1 ,400,000 1 40 11
2,000,000 2 50 2
4,000,000 2 75 4

100 3
150 2
200 1

Total 19,290,360
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Other Water Source

Arsenic Treatment Plants

i



Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 83,378 5/8x3/4 17,323 1,609
3 2,580 1 1,951
4 133,771 2 217
6 883,333 Comp.3 22
8 448,484 Turbos 3

12 236,361 Comp.4 13

14 107,760 Turbos 9

16 23,871 Comp.6 2

20 11,875 Turbo6 20
24 5,883 Turb ob 2

Jr

36 26,397
Total 19,562
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WATER USE

Water Sold

The Company reported 20,004,000 gallons of inter-company sales from the Well #3 to its
Superior water system. At this time there is no interconnection between the AJ and Superior
systems. Well #3 is located in the Superior system's Desert Station well 'Held (near Florence
Junction), and is part of the Superior System PWS# 11-021, as defined by ADEQ' '. Therefore
Staff recommends that water obtained from Well # 3 be recorded and accounted for in the Water
Use Data for the Superior System

The F igure below represents  the wa ter  consumpt ion da ta  for  the tes t  yea r  ending
December  31 ,  2007 ,  p r ovided by the Compa ny in i t s  wa ter  use da t a  sheet . Customer
consumption included a high monthly water use of 461 GPD per connection in September, and
the low water use was 304 GPD per connection in March. The average annual use was 371 GPD
per connection

For more information see Superior System Location and Description
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Non-account Water

The Company reported 3,019,980,000 gallons obtained from all sources, 128,948,100
gallons wheeled to AJWC, resulting in net production of 2.891,031,900 gallons. The Company
also reported 2,658,972,300 gallons sold and 9,820,000 gallons of authorized non-revenue uses
for the test year, resulting in a water loss of 7.4 percent. This percentage is within the acceptable
limit of 10 percent

SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the AJ
system has adequate production and storage capacities to serve its customer base and reasonable
growth

GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 22,000 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis



\I
E

I

I
919,667 I

1
I

!
» ///,I

I
'1.a 4, 0-

197,809

r

548,

O

*r

19". =?l

.9000

421358500

48=58*0

1 000

88500

2 506

'18 000

22 Q00

¢_ _* . . 1
* 'L 1:*;  . _

4 » ». :"a' ., .. ,
v , ;'z ._ ~; *é§'§<;'="l~»

I 00

560

1
$5

03

.. . 4

. .

,8 ...4€

r'l'§ * 4' |
I
I

ea1$4D88.,,» as ' /
-»4Zlx»

10 »>¢\~
ix

19 12

EXHIBIT KS
Page 41 of 92

" i i :̀'§*. r w _  .
"' »¢;'.

4 '
».vA.»~»\»~'

/°
v

E

*lx

I

Ie



AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

Well #1 55-
624606

100 270 786 16 4 1963

Arsenic Treatment
Chlorination Systems

(2)

Well # 2 55-
624607

200 520 765 16 4 1960

Well # 3 55-
579701

250 620 1,100 16 6 2001

Total 1,410

Plant Name Maximum
Capacity
(GPM)

Manufacturer/
Vendor

Ownership Plant Placed
in Operation

Year Site
Preparation
Completed

Deserl Station 1,600 Layne1 AWC Owned January 2007 | March 2007

Storage Tank Pressure Tank Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)

Quantity

Desert Station Tank 376,000* 1
r .

220 1 7.5 1

Town Tank 500,000 1 400 1*

2,200,000Queen Creek Tank l 500 2*

Total 3,076,000
Note: (*) Desert Station site
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2. Superior PWS # 11-021

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Town of Superior  inPinal County through a transmission line
from the Company's Desert Station site near Florence Junction. At the Desert Station site, water
from three wells is treated at the arsenic treatment plant, Booster pumps deliver treated water
approximately 26 miles to the Town of Superior through aging above-ground steel transmission
line. There is a cooling tower at the Superior system's Town Tank site, which operates during
the summer to reduce the water temperature

Major  plant  in service includes 3 wells ,  1 arsenic t rea tment  plant ,  3 storage tanks
pumping facilit ies and a distr ibution system serving approximately 1,346 connections. A
breakdown of the plant facilities is tabulated below

Desert Station Wells

Arsenic Treatment Plant



Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 31,106 5783674 1,305 81
3 5,110 1 12

4 39,148 2 15

6 36,190 Comp. 3 2

8 25,412
10 890
12 121,440 Total 1,334

Is

381
377

aw

253

3:3

326

31 a

242

z17
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 419 GPD per connection in November, and
the low water use was 208 GPD per connection in January. The average annual use was 300
GPD per connection.
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Non-account Water

The Company reported 183,719,000 gallons obtained firm all sources, 146,766,800
gallons sold and 3,112,700 gallons" of authorized non-revenue uses for the test year, resulting in
a water loss of 18.4 percent

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water loss to less than
10 percent is not cost-effective, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective. The water loss should not be allowed to remain greater than 15 percent.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Superior system's source capacity of 1,410 GPM and storage capacity of 3,076,000 gallons is
adequate to serve its customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 1,430 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.

IS This amount includes approximately 580,000 gallons of water used for the cooling process in the cooling tower.



I

V

I
|

Ra 1,345

m1.1338
*.

1

»"
.t 11

1
1

r
I

ii ,325 I

I

/

\

)'1 ,278



AWC
Well ID

ADWR
Well
ID

Pump

(HP)
Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

Well # 6 55-616621 40 126 l 0833 16 2 1§70 Chlorination System
Well # 7 55-616622 15 58 573 16 2 1963 Chlorination System
Well # 8 55-616623 20 24 1000 12 2 1951
Well # 9 55-616624 15 35 777 2 1963
Well# 11 55-616626 25 72 760 12 2 1969 Chlorination System
Well # 12 55-616627 50 90 840 16 3 1972 Chlorination System
Well # 17 55-616631 25 38 800 8 2 1976
Well # 18 55-616632 60 116 972 16 3 1979 Chlorination System
Well # 19 55-616633 25 60 800 12 2 1979
Well # 20 55-616634 30 75 1000 14 2 1981 Chlorination System
Well# 21 55-526519 15 60 1006 18 1 1990
Well # 22 55-527760 5 18 650 8 1 1990 Chlorination System
Well # 24 55-534905 10 14 910 6 1 1992
Well # 25 55-548894 30 60 900 8 2 1995 Chlorination System
Well # 26 55-561712 30 90 1050 8 2 1998 Chlorination System

PCG wen # 27" 55-584245 60 275 980 12 6 2000 Chlorination System
PCG Well # 28 55-585052 150 265 800 12 6 2001 Chlorination System

Well # 23
(inactive)

55-528263 10 14 600 10 2 1990 n/a

Well # 3
(inactive)

55-616619 n/a

Well # 10
(inactive)

55-616625 an n/a

Total 1,476
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3. Miami PWS #04-002

A. LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Miami area in Penal County. The system has an emergency
interconnect with the City of Globe water system. Major plant in service includes 17 active
wells, 12 storage tanks, pumping facilities and a distribution system serving approximately 3,104
connections. A breakdown of the plant facilities is tabulated below:

Wells
|

I

19 The Company indicated that PCG Well 27 was the only well with elevated arsenic concentrations. The Company
was able to meet the arsenic standards by blending the t`low from 3 wells: Well 12, PCG Well 27 and PCG Well 28.



Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

<Hp)

Quantity

15,000 1 110 2 1.5 1
20,000 1 500 1 2 2
40,000 1 5,000 1 3 1
44,000 1 7.5 1
86,000 1 10 4

100,000 1 40 l

120,000 1 75 2

200,000 1 100 2

250,000 1
500,000 2

1,000,000 1

Total 2,375,000

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 3/8x3/4"-©7,93'§ 2,569 "-"13i
3 17,603 1 67
4 76,146 2 44
6 117,936 Comp.3 4

8 52,533 Comp.4 1
10 990 Comp.6 2

12 710
14 110

Total 3,087
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B. WATER USE

Water Sold

I

The Figure below represents the water consumption data for the test year ending
December  31 ,  2007,  provided  by the  Company in its  water  use  data  sheet , Customer
consumption included a high Monthly water use of 425 GPD per connection in July, and the low
water use was 186 GPD per connection in December. The average annual use was 273 GPDper
connection.
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Non-account Water

Company reported pumped,
1,460,000 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 7.8

This percentage is within acceptable limit of 10 percent.

The 333,765,000 gallons 306,175,700 gallons sold and

percent.

SYSTEM ANALYSIS

Based on the data provided for the Test Year, Staff concludes that the
Miami

by the
system's capacity of 1,476 capacity

adequate to serve the present customer base and reasonable growth.
source

Company
GPM and storage of 2,375,000 gallons is

GROWTH

Based on customer data provided by
2012.

the it is projected
below

that this system could
have connections by

Company,
The Figure depicts
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actual growth from3 , 190

and projects
linear regression analysis.
2003 to
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water
Treatment
System

- - "Well 42
(not in service)

55-
616694

25 412 12 3 1951

Chlorination
System

Well # 3 55-
616637

30 300 200 12 4 1957

Well # 4 55-
616618

50 300 120 20 4 1978

Total 600

Storage Tank Pressure Tank Booster Pumps
Capacity
(gallons)

Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

506,066
"""1" __ _

none none

10,000 1

Total 210,000

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 1,005 5/8x3/4
6.

18

3 1,120 1 3

4 9,640 2 4

6 5,940 Comp. 3 1
Comp. 4 2

Total 167
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4. Winkelman PWS #04-003

LOCATION AND DESCRIPTION OF THE SYSTEM

This system is located in Winkelman in Penal County. Major plant in service includes 2
active wells, 2 storage tanks, pumping facilities and a distribution system serving approximately
169 connections. A breakdown of the plant facilities is tabulated below
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WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 916 GPD per connection in July, and the low
water use was 282 GPD per connection in February. The average annual use was 585 GPD per
connection

Jan07

Non-account Water

The Company reported 41,562,000 gallons pumped, 36,529,100 gallons sold and 91,000
gallons of authorized non-revenue uses for the test year, resulting in a water loss of 12 percent
which exceeds the recommended threshold amount of 10 percent

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water losses to less
than 10 percent is not cost-effective, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective. The stater loss should not be allowed to remain greater than 15 percent



2003 2004 2005 2006 2007
172 177 171 173 169
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SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Winkelman system's source capacity of 600 GPM and storage capacity of 210,000 gallons is
adequate to serve the present customer base and reasonable growth

GROWTH

Based on customer data provided by the Company, it appears that the Winkelman system
has had somewhat of an erratic customer count. A listing of number of connections at the end of
each year from 2003 to 2007 is tabulated below

Therefore, Staff is unable to calculate a meaningful growth projection at this time



Wells none

Description Master-Meter Size
(in inches)

Capacity
(GPM)

Gallons
Purchased

Water
Treatment

BHP Copper, Inc.
water system

. .

16 1,500 215,464,000
Arsenic

Treatment

Plant Name Capacity
(GPM)

Manufacturer/
Vendor

Ownership Year Site
Preparation
Completed

Plant Placed
in Operation

1,500San Manuel Layne AWC Owned April 2007 August 2007

Storage Tank Pressure Tank Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)

Quantity

-?56,00'0 i none 366
-

1
250,000 1 50 l

Total 1,000,000 3 1
1 1

Moms Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

5552 5/8x3/4 1,520 94
4 47,130 l 22
6 57,582 2 9
8 16,800 Turbo 3 1

10 4,560 Comp. 4 1
14 1,810 Turbo 6 3

16 2,000 Total 1,556

EXHIBIT KS
Page 53 of 92

5. San Manuel PWS #11-020

A. LOCATION AND DESCRIPTION OF THE SYSTEM

The San Manuel system serves the San Manuel area in Pinal County. »This water system
has no wells and is purchasing water from the water system owned by BHPCopper, Inc. The
Company's San Manuel system provides arsenic treatment for purchased water. Major plant in
service includes 1 arsenic treatment plant, 2 storage tanks, pumping facilities and a distribution
system serving approximately 1,563 connections. A breakdown of the plant facilities is
tabulated below:

Wells

Other Water Sources

Arsenic Treatment Plant
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 545 GPD per connection in July, and the low
water use was 194 GPD per connection in December. The average annual use was 329 GPD per
connection.
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Non-account Water

The Company reported 215,464,000 gallons purchased, 18997992200 gallons sold and
2,531,000 gallons of authorized non-rm enue uses for the test year, resulting in a water loss of
10.7 percent, which exceeds the recommended threshold amount of 10 percent.

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water losses to less
than 10 percent is not cost-effective, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effects e. The water loss should not be allowed to remain greater than 15 percent.



2003 2004 2005 2006 20071

1,570 1,563 1,614 1,589 1,563
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c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
San Manuel system has adequate water supply and storage capacities to serve its customer base
and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it appears that San Manuel system has
had somewhat of an erratic customer count. A listing of number of connections at the end of
each year from 2003 to 2007 is tabulated below:

Therefore, Staff is unable to calculate a meaningful growth projection at this time.



AWC
Well
ID

ADWR
Well
ID

Pump
(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water
Treatment
System

Well #
2

55-
616636

125 500 840 12 6 1961 Chionnation
System

Well #
3

55-
616638

125 420 1,000 16 6 1975 Chlorination
System

Well #
4

55-
522318

60 200 1,200 14 4 1988 Chlorination
System

Total 1,200

Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)

Quantity

20,000
. . uq-.-- ...

5,000 1 100 6

21,000 2 20 2
100,000 4
130,000 1

1,000,000 1

Total 1,592,000

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 5/8x3/4 1,461I

ru-

104
4 1 73
6 2 10
8 Comp.6 1

12

14 Total 1,545
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6. Oracle PWS # 11-019

A. LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Oracle area in Final County through a 13 mile transmission line
from the Company's well field. Major plant in service includes 3 wells, 9 storage tanks, pumping
facilities and a distribution system serving approximately 1,552 connections. A breakdown of
the plant facilities is tabulated below:

Wells
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WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 338 GPD per connection in July, and the low
water use was 152 GPD per connection in December. The average annual use was 229 GPD per
connection

Non-account Water

The Company reported 147,782,000 gallons pumped, 128,457,200 gallons sold
1,941,000 gallons of authorized non-revenue uses and 3,710,100 gallons for inter-company
sales" for the test year, resulting in a water loss of 9.3 percent. This percentage is within the
acceptable limit of 10 percent. However, Staff recommends that the Company monitor this water
system closely and take action to ensure that the water loss remains less than 10 percent in the
future

The Compaq) stated that 3,710,100 gallons for inter-company sales represent construction water used in the
Company's Saddlebrook system which is not included in this rate case
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c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Oracle system's source capacity of 1,200 GPM and storage capacity of 1,592,000 gallons is
adequate to serve the present customer base and reasonable growth.

D GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 1,650 connections by 2012, The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis.

1,700

1 .650

.81 .550

9.500

1.450

400

03 04 05 06 07 Years 08 GO 10 11 12



AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water
Treatment

System
Well VM l 55-

616673
75 320 301. 12 4 -i975 iodination

System
Well VM 2 55-

616674
50 230 605 16 6 1965 Chlorination

System
Sulger West

Well # 3
55-

616679
10 100 500 12 8 1972 Chlorination

System
Sulger West

Well # 1
55-

616677
3 25 189 5 1 Chlorination

System
Sulger East
Well # 2

55-
616678

5 40 8 1 1964 Chlorination
System

Fuller
Well # 4

55-
616675

60 200 1250 18 8 1997 Chlorination
System

Stewart
Well # 5

55-
616676

250 670 950 16 8 1978 Chlorination
System

Graves
Well # 6

55-
561775

100 460 1500 16 6 1975 Chlorination
System

Total 2,045

Storage Tanks Pressure T811kS Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)
Quantity

10,000 1 287 1 7.5 3

12,000 1 5,000 4 10 "1
J

100,000 1 7,000 1 20 1
130,000 1 10,000 3 25 2
250,000 1 40

4'

1,000,000 1 75 1
107 1

Total 1,502,000 150 1
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7. Sierra Vista PWS # 02-004

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Sierra Vista area in Cochise County. Major plant in service
includes 8 wells, 6 storage tanks, pumping facilities and a distribution system serving
approximately 2,920 connections. A breakdown of the plant facilities is tabulated below

Wells



Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

i 6,016 5/8x3/4 1759 229
3 11,160 1 99
4 20,711 2 42
6 124,222 Comp.3 5
8 87,707 Turbo 3 1

12 22,762 Comp.4 2
Total 2,908
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 536 GPD per connection in June, and the low
water use was 266 GPD per connection in March. The average annual use was 381 GPD per
connection,
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Non-account Water

The Company reported 428,360,500 gallons pumped, 404,521,700 gallons sold and
827,100 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 5.4
percent. This percentage is within the acceptable limit of 10 percent.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Sierra Vista system's source capacity of 2,045 GPM and storage capacity of 1,502,000 gallons is
adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 3,400 connections by 2012. The Figure below depicts actual growth from
2003 to 2007 and projects an estimated growth in the service area for the next five years using
linear regression analysis.
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AWC
Well ID

ADWR
Well
ID

Pump
(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Driller

Water Treatment
System

Well # 2 55-
616586

10 90 333. 16 6 1954 Well # 2

Well # 3 55-
616585

100 750 270 16 10 1956 Chlorination
System

Well # 4 55-
616584

100 760 337 16 10 Chlorination
System

Fluoride System
Well # 5 55-

590620
100 470 1,183 16 6 2002 Chlorination

System
Total 2,070

Storage Tanks Pressure T21I1ks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)

Quantity

10,000 2 200 1 3 2

11,000 1 30 2

100,000 3 75 2

450,000 1 100 1
600,000 1 300 4

1,000,000 1

Total 2,381 ,000
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8. Bisbee PWS # 02-001

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Bisbee area in Cochise County. Major plant in service includes 4
wells, 9 storage tanks, pumping facilities and a distribution system serving approximately 3,457
connections. A breakdown of the plant facilities is tabulated below

Wells



Mains Customer Meters Fire Hydrants
Size(inches) Length (feet) Size (inches) Quantity Quantity

Q T6j,§3i1 5/8x3/4 9530? -266
3 18,582 1 82

4 53,115 2 .50

6 112,486 Comp.4 3

8 25,390
10 28,505

12 12,517
Total 3,439
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WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 334 GPD per connection in June, and the low
water use was 183 GPD per connection in March. The average annual use was 235 GPD per
connection

Months
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Non-account Water

The Company reported 356,545,700 gallons pumped, 297,398,800 gallons sold and
2,121 ,900 gallons of authorized non~revenue uses for the test year, resulting in a water loss of 16
percent, which exceeds the recommended threshold amount of 10 percent

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent. If the Company finds that reduction of water losses to less
than 10 percent is not cost-effective, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective. The water loss should not be allowed to remain greater than 15 percent

SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that die
Bisbee system's source capacity of 2,070 GPM and storage capacity of 2,381,000 gallons is
adequate to serve the present customer base and reasonable growth

GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 3,500 connections by 2012. The Figure below depicts actual growth from 2003 to
2007 and projects an estimated growth in the service area for the next five years using linear
regression analysis



N

1355
".

"*-.

"1 I 3,457

J

I

EXHIBIT KS
Page 65 of 92

i J L 448

3.515
4*-

J l

+ $

3.500

,485

~;,470

3.455

3.440 322139

,44

[J 3.429

3.425

03 04 05 06 OF Years 08 09 10
1

12
cowikv 4 : o w 16 4 . Ar 1 Sm Q~



Aj o
(consecutive

to PWS#
10-001 )

White
Tank

Penal Valley Group
(AWC proposed conso1idation)22

System Name

StanfieldCasa Grande
(partially consolidated)
Tierra

Grande

pwé 158 H4076 11-009 11-014 11-012 16.003 07-128

ADEQ compliant? yes yes yes yes yes yes

ADWR compliant? yes yes yes yes yes yes

AMA Penal Penal Pima] Pima] n/a Phoenix

Number of Connections
at the end of the test year

355 22,529 4,751 213 687 1,694

Is a production capacity
adequate?

yes yes yes yes yes yes

Is a storage capacity
adequate?

yes yes yes yes yes yes

Water Loss 12.6% 6% 9.7% 7.5% 9.4% 7.6%

MAP fee yes no no yes no yes

Number of
Arsenic Treatment Plants

none 5 none
1

none 1

none 1Number of
Nitrate Treatment Plants

none none l

Purchased Potable Water no no no no yes yes

Date of site vlsit 1/29/09 1/26/09 1/29/09 1/26/09 2/10/09 2/2/09

4
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IV. WESTERN GROUP

SUMMARY

The Western Group consists of six independent water systems. Out of four water systems
in the proposed Penal Valley Group, two systems (Casa Grande & Coolidge) are physically
interconnected Statistical information for the Western Group systems is tabulated below:

Coolidge

Casa Grande y
www/m/x4v QW*/48" e .Sus m a x .au~f'4av/.ww.wA- I*

(mterconnectxon)

21 According to the Company, the interconnection was installed in 2007.
22 For location infonnation see Map IV
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AWC
Well ID

ADWR
Well
ID

Pump
(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
System

Well # 1 55-
616683

75 445 Qo 6

Chlorination
SystemWell # 3 55-

801030
25 106 2

Total 551

Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity

(gallons)
Quantity Capacity

(HP)
Quantity

250,000 1 5,000 1 15 2

10,000 1 2,000 1 50 1

Total 260,000

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

4 1,370 5/8x3/4
_342""-

§
6 19,600 1 9

8 18,470 2 3

Comp.3 1

4

1 EXHIBIT KS
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1. Tierra Grande PWS # 11-076

A. LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves an eastern part of Casa Grande area in Pinal County. Major plant in
service includes 2 wells, 2 storage tanks, pumping facilities and distribution system serving
approximately 355 connections. A breakdown of the plant facilities is tabulated below:

Wells



:Ha
573

v

D

395

468

424

EXHIBIT KS
Page 69 of 92

B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 585 GPD per connection in July, and the low
water use was 301 GPD per connection in December. The average annual use was 432 GPD per
connection.

=v 4:4 1r+*r-
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Months

Aug Sep Ort Nov Dev

Non-account Water

The Company reported 64,873,100 gallons pumped, 56,527,600 gallons sold and 176,300
gallons of authorized non-revenue uses for the test year, resulting in a water loss of 12,6 percent,
which exceeds the recommended threshold amount of 10 percent.

Staff recommends that the Company continue to record and monitor monthly water
losses, repair any leak as soon as it is discovered and implement a defective plant replacement
program as a long term solution. Staff recommends that the Company evaluate its water system
and prepare a report for corrective measures demonstrating how the Company will reduce its
water loss to less than 10 percent, If the Company finds that reduction of water losses to less
than 10 percent is not cost-effecth e, the Company shall submit a detailed cost analysis and
explanation demonstrating why the water loss reduction to less than 10 percent is not cost
effective. The water loss should not be allowed to remain greater than 15 percent.
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SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Tierra Grande system's source capacity of 551 GPM and storage capacity of 260,000 gallons is
adequate to serve the present customer base and reasonable growth

GROWTH

Based on customer data provided by the Company, it is projected that this system could
have over 385 connections by 2012. The Figure below depicts actual growth from 2003 to 2007
and prob ects an estimated growth in the service area for the next five years using linear
regression analysis

370

05



AWC
Well ID

ADWR
Well
ID

Pump
(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

v

Water Treatment
Systems

Well # 19 55-616603 300 1756 1060 30 10 1580 Arsenic Treatment
(Hen fess Road)

Chlorination
Systems

Well # 21 55-503113 250 540 696 20 6 1983
Well # 24 55-540306 300 900 1000 18 8 1993
Well #30 55-208822 200 720 1000 18 8 2006

Well # 29 554595284 E56 1§80`". -1126
- .

18 10 2504 Arsenlc Treatment
(Mission Royale)

Chlorination System

Well # 27 55-568553 200 460 1110 18 4 1999 Arsenic Treatment
(Lake in the Desert)
Chlorination System

\7V3T¥5é "55i3fil%5 350 1§§6. i§16" 18 TO 1599 Arsenic Treatment
(Arizona City)

Chlorination System

"-W€ii 455 -55-352319. 565- 1666 1005 18
g"

1589
Arsenic Treatment

(Cottonwood)
Chlorination

Systems

Well # 25 55-546719 300 1300 1074 18 8 1994
Well # 26 55-560803 300 1420 1000 18 10 1997
Well # 10 55-616595 200 900 1025 20 8 1960
Well # 14 55-616598 40 150 600 20 4 1982
Well # 17 55-616601 200 770 739 16 6 1975
Well # 20 55-616604 300 1150 1000 20 10 1977
Well# 31* 55-210294 200 1200 1500 18 10 2006

Well# 32* 55-21448 250 1250 1200 18 10 2007 Chlorination System

»Well# 33* ; 55-212523 250 1100 1000 18 10 200.7 I Chlorination System

wen #  34(ns) 55-616588 350 150 1100 16 none 1970 n/a
wen # QINS) 55-616594 200 400 1055 16 8 1958 n/a

Inactive 55-616583 I1/a

Inactive 55-506809 800 850 20 1983 n/a
Inactive 55-616597 n/a
Inactive 55-616602 n/a

Notes: *) - Plant put in service in 2008, (NS)-not in service
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2. Casa Grande PWS # 11-009

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Casa Grande area in Penal County. Major plant in service includes
17 active wells, 5 arsenic treatment plants, 9 storage tanks, pumping facilities and a distribution
system serving approximately 22,529 connections. A breakdown of the plant  facilit ies  is
tabulated below

Wells



Well ID Plant Name Maximum
. Capacity
(GPM)

Vendor Ownership Site Prep.
Completion

Date

Plant Placed
in Operation

Date

Wells #19,

#21,#24,#30
Evenness Rd. 4,506 Layne AVVC Owned Maryl July 2007

Well # 29 Mission Royale 1,500 Layne AWC Owned Ju1y 2007 August 2007
Well # 27 Lake in the

Desert
400 Layne AWC Owned May 2008 July 2008

Well # 28 Arizona City 1,500 Layne AWC Owned June 2007 May 2008
w@11 #10, #14,
#17,#2(),#23,
#25, #26, #31

Cottonwood 5,800 Layne AWC Owned . February
2007

October
2007

Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity

gallons)
Quantity Capacity

(HP)

Quantity

"§§,600 "31606- 2 "go 'Q
110,000 1 6,000 1 25 4
115,000 1 30 2
650,000 1 40 6

1,000,000 1 100. 1
1,100,000 1 150 1
2,000,000 1 300 1*

5,000,000 2

Total 15,110,000
Note: (*) Plant put in service m 2008

Moms Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2 41,536 5/8x3/4 21,089 2,763
3 23,570 1 791
4 248,529 2 419
6 1,165,322 Comp.3 29
8 403,649 Comp.4 25

10 34,447 Comp.6 16

12 396,663 Co1np.8 1
14 1,265
16 66,862
20 1,020
24 39,911
36 1,585 Total 22,370
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Arsenic Treatment Plants
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Non-account Water

The 4,736,638,000 gallons gallons sold and
13,417,100 non-revenue uses

pumped,
for the test year,

4,442,579,900
resulting in a water loss of 6

percent.

Company reported
gallons of authorized

This percentage is within acceptable limit of 10 percent.

SYSTEM ANALYSIS

Based on the data provided the for the Test Year,IStaff concludes that the
Casa Grande system's source capacity

serve the present customer base and reasonable growth.
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GROWTH

Based on customer data provided by the Company, it is prob ected that this system could
have approximately 33,000 connections by 2012. The Figure below depicts actual growth from
2003 to 2007 and projects an estimated growth in the service area for the next five years using
linear regression analysis
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AWC
Well ID

ADWR
Well
ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth

(f¢@.Q

Casing
Diameter
(inches)

Meter
Size

(inches)

Year v
Drilled

Water Treatment
Systems

Well # 7 55-616606 200 1070 1100 20 8 1956 Chlorination System

Well # 9 55-616608 200 1350 470 20 10 1961 Nitrate Treatment
Chlorination SystemWell # 10 55-616609 200 1370 980 20 12 1973

Well # 13 55-212419 200 450 2000 18 10 2007 Chlorination System

Well # 2 55~616687 30 230 542 8 4 1971 Chlorination System

Well # 1
at in service)

55-616686 30 an none 1930 n/a

Well # 11
(Not in service)

55-210293 2000 18 2007 n/a

Total 4,470

Well ID Maxllnum
Capacity (GPM)

Manufacturer/
Vendor

Ownership Site Prep.
Completion

Date

Plant Placed.
in Operation

Date

Wells #9& #10 1,600 Layne ;w56wn@a -June
2007

July 4, 2008

Storage Tanks Pressure Tanks Booster Pumps

Capacity (gallons) Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

I

15,000 1 2,000 1 125 2

100,000 l 5,000 1 60 2

500,000 1 15 1

1,000,000 1 10 2

107 1

Total 1,615,000
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3. Coolidge PWS # 11-014

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Coolidge area in Pinal County. Major plant in service includes 5
active wells,  l nitrate treatment plant,  4 storage tanks, pumping facilities and a distr ibution
system serving approximately 4,751 connections. A breakdown of  the p lant  facil i t ies  is
tabulated below

Wells

Nitrate Treatment Plant

Per Company's e-mail dated January 30, 2009



Mains Customer Meters Fire Hydrants
Size (incises) Length (feet) Size (inches) Quantity Quantity

Q
_ .__u-.._ 4 . -

9,850` 5/8x3/4 4,498 508
3 1,675 1 151
4 94,839 2 '78

6 175,714 Comp.3 3

8 49,888 Cornp.4 5

10 22,527 Comp.6 3

12 49,383
16 190
20 200 Total 4,738

579

557

529

451
437

195
383

343

325
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 579 GPD per connection in July, and the low
water use was 251 GPD per connection in January. The average annual use was 399 GPD per
connection.
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Non-account Water

The Company reported 769,435,300 gallons pumped, 682,057,600 gallons sold and
12,693,200 gallons of authorized non-revenue uses for the test year, resulting in a water loss of
9.7 percent. This percentage is within acceptable limit of 10 percent. However, Staff
recommends that the Company monitor this water system closely and take action to ensure that
the water loss remains less than 10 percent in the future

SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
Coolidge system's source capacity of 4,470 GPM and storage capacity of 1,615,000 gallons is
adequate to serve the present customer base and reasonable growth

GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 7,250 connections by 2012. The Figure below depicts actual growth from
2003 to 2007 and projects an estimated growth in the service area for the next five years using
linear regression analysis
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AWC
Well ID

ADWR
Well
ID

Pump
(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

Year ,
Drilled

Water Treatment
System

Well # 1 531'
616684

to()
....__ .

326 811 18 . .  -

4 Arsenic/Nitrate
System

Chlorination
System

Well # 3 55-
526586

60 200 1002 18 4 1990

Total 520

Well ID Plant Name Maximum
Capacity
(GPM)

Vendor Ownership Site Prep.
Completion

Date

Plant Placed
in Operation

Date

Wells #1& #3 Stanfield
»... ...

"330 LeaseBasin May 2007 }>lpr11i60§"

Storage Tanks Pressure Tanks Booster Pumps

Capacity (gallons) Quantity Capacity
(gallons)

Quantity Capacity

(HP)

Quantity

100,000 1 5,600 1 10 * *

20,000 1 6,000 1* 15 1**

16,000 1*

Total 120,000
Notes : * Plant not in service l** ) Plant replaced in 2008
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4. Stanfield PWS # 11-012

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Stanfield area in Pima] County. Major plant inservice includes 2
wells, l arsenic/nitrate treatment plant, 2 storage tanks, pumping facilities and a distribution
system serving approximately 213 connections. A breakdown of the plant facilities is tabulated
below

Wells

Arsenic/Nitrate Treatment Plant

Well #3: Chlorinator and building are not in service



Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

_

Q
._-..- -... -

420 5/8x3/4 201 12
4 7,680 1 5

6 11,957 2 4

Total 210

527
521

501

:we

347

377

361 367

zoo
271
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WATER USE

Water Sold

Figure below represents the water consumption data for the test year ending December
31, 2007, provided by the Company in its water use data sheet. Customer consumption included
a high monthly water use of 527 GPD per connection in July, and the low water use was 246
GPD per connection in January. The average annual use was 374 GPD per connection.
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Non-account Water

The Company reported 31,098,900 gallons pumped and 28,774.600 gallons sold resulting
in a v» aler loss of 7.5 percent. This percentage is within acceptable limit of 10 percent.
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c. SYSTEM ANALYSIS

Based on the data provided by the Company for due Test Year, Staff concludes that the
Stanfield system's source capacity of 520 GPM and storage capacity of 120,000 gallons is
adequate to serve the present customer base and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 214 connections by 2012. The Figure below depicts actual growth from
2004 to 2007 and projects an estimated growth in the service area for the next five years using
linear regression analysis.
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Description Meter Size
(in inches)

Capacity
(GPM)

Gallons
Purchased

Water
Treatment

Ago Improvement
Company water system 4 270 57,588,000

Chlormatlon
System

Storage Tank Pressure Tank Booster Pumps
QuantityCapacity (gallons) Capacity

(gallons)
Quantity Capacity

<Hp)

Quantity

1500,000 none 15 2
1250,000 10 1

Total 750,000 I

Moms Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

r
2

1

4,125 5/8x3/4
I

647 47
3 294 1 27
4 43,884
6 33,133
8 3,085

Total 674
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5. Ago PWS # 10-003

LOCATION AND DESCRIPTION OF THE SYSTEM

This system serves the Ajo area in Pima County. The Ago system has no wells and is
purchasing water from the Ajo Improvement Company. The Ajo system is Served by a 4-inch
master-meter. Major plant in service includes 2 storage tanks, pumping facilities and a
distribution system serving approximately 687 connections. A breakdown of the plant facilities is
tabulated below

Wells

Other Water Sources
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B. WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December 31, 2007, provided by the Company in its water use data sheet. Customer
consumption included a high monthly water use of 256 GPD per connection in June, and the low
water use was 140 GPD per connection in December. The average annual use was 205 GPD per
connection.
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Non-account Water

The Company reported 57,588,000 gallons purchased, 51,738,700 gallons sold and
434,000 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 9.4
percent. This percentage is within acceptable limit of 10 percent. However, Staff recommends
that the Company monitor this water system closely and take action to ensure that the water loss
remains less than 10 percent in the future.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that Ago
system has adequate water supply and storage capacities to serve its customer base and
reasonable growth.
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AWC
Well ID

ADWR
Well

ID

Pump

(HP)

Pump
Yield

(GPM)

Casing
Depth
(feet).

Casing
Diameter
(inches)

Meter
Size

(inches)

Year
Drilled

Water Treatment
Systems

Well # 2 55-616689 30 175 3 Arsenic Treatment
Chlorination

Systems
Nitrate Treatment

Well # 4 55-616691 60 575 12 4 1969
Well # 8 55-584393 100 182 1000 12 4 2001
Well # 7 55-616693 100 450 20 4

Well # 9
(future well)

55-20888

Well # 10
(future well)

55-201426

Total 1,382

Description Meter Size
(in inches)

Capacity
(GPM)

Gallons
Purchased

Water
Treatment

AA Emergency Interconnect (Citrus)
2..

160 1,992,200 none
AA Emergency Interconnect (Indian School) 3 350 54,156,500 none

Total: 56,148,700

Well ID Plant
Site

Maximum
Capacity
(GPM)

Manufacturer/
Vendor

Ownership Year Site
Preparation
Completed

Plant Placed
in Operation

Wells
#2,#4, #7 & #8

Monte
Vista

1,450 Layne AWC Owned November
2007

March
2008
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6.  White T ank PWS # 07-128

A. LOCATIUN AND DESCRIPTION OF THE SYSTEM

The White Tank system ("WT") serves the White Tank area northwest of Phoenix in
Maricopa County.  In addition to groundwater  pumped from four wells,  WT supplements its
water supply by purchasing water from the Arizona American Agua Fria system ("AA") during
peak summer demand periods. Maj or plant in service includes 4 active wells, 1 arsenic treatment
plant,  l nitrate treatment plant,  4 storage tanks, pumping facilities and a distribution system
serving approximately 1,694 connections. A breakdown of the plant facilities is tabulated below:

Wells

Other Water Source

Arsenic Treatment Plant



Well ID Plant
Site

Maximum
Capacity
(GPM)

Manufacturer/
Vendor

Ownership Year Site
Preparation
Completed

Plant Placed
in Operation

Wen #3 8 0
Lightly

550 Layne Owner 11--16

2007
June

200725

Storage Tanks Pressure Tanks Booster Pumps
Capacity (gallons) Quantity Capacity (gallons) Quantity Capacity (HP) Quantity

50,000 1 5,000 2 5 2

100,000 1 40 2

500,000 1

1,000,000 1

Total 1,650,000

Mains Customer Meters Fire Hydrants
Size (inches) Length (feet) Size (inches) Quantity Quantity

2
-_ ---..---- -- _ .. .-

1,610 5/8x3/4 i,583" . "lid
4 14,490 1 87
6 162,264 2 16

8 108,436 Comp.3 2

12 30,296 Comp.4 1

14 60 Comp.6 1

16 380 Total 1,690
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Nitrate Treatment Plant

WATER USE

Water Sold

The Figure below represents the water consumption data for the test year ending
December  31 ,  2007,  provided  by the  Company in its  water  use  data  sheet . Customer
consumption included a high monthly water use of 850 GPD per connection in September, and
the low water use was 345 GPD per connection in March. The average annual use was 592 GPD
per connection

MCESD issued the final Approval of Construction for this Nitrate Treatment System on March 6, 2009
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Non~account Water

The Company reported 397,991,500 gallons pumped, 367,328,700 gallons sold and
234,000 gallons of authorized non-revenue uses for the test year, resulting in a water loss of 7.6
percent. This percentage is within the acceptable limit of 10 percent.

c. SYSTEM ANALYSIS

Based on the data provided by the Company for the Test Year, Staff concludes that the
White Tank system has adequate water supply and storage capacities to serve its customer base
and reasonable growth.

D. GROWTH

Based on customer data provided by the Company, it is projected that this system could
have approximately 2,200 connections by 2012. The Figure below depicts actual growth f rom
2003 to 2007 and projects an estimated growth in the serv ice area for the next f ive years using
linear regression analysis.
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v. ADEQ COMPLIANCE

Compliance Status

ADEQ or its formally delegated agent, the Maricopa County Environmental Services
Department ("MCESD"), monitors community water systems for compliance. Forest Towne
water system (PWS # 09-002) has less than 15 connections and is not considered a community
system at this time. Subsequently, it is not subject to ADEQ Compliance monitoring.

ADEQ/MCED has reported that all AWC community water systems have no deficiencies
and these systems are currently delivering water that meets water quality standards required by
Arizona Administrative Code, Title 18, and Chapter 4.26 J

Water Testing Expense

Participation in the ADEQ Monitoring Assistance Program ("MAP") is mandatory for
community water systems, which serve less than 10,000 persons (approximately 3,300 service
connections). Because the Company is able to monitor its systems at a lower cost than the MAP,
the Company has chosen not to participate in the MAP for its five larger systems (with more than
3,300 service connections): Apache Junction, Casa Grande, Coolidge, Lakeside and Sedona.
The Company's two consecutive systems, San Manuel and Ago, are not required to participate in
the MAP. All other AWC community systems participate in the MAP. The Company's MAP
surcharge tariff has been approved in prior rate cases. The Company reported 2007 MAP costs
totaling $66,992 and 2007 MAP surcharge revenues totaling $64,103 .

The Company reported its water testing expenses for the test year in the "Water
Treatment" operating expenses account. Based on the Company's responses to data requests, the
test year water testing expenses are as follows: Northern Group at $17,1'75, Eastern Group at
$26,756 and Western Group at $21,528, totaling $65,459 (diesel amounts do not include 2007
MAP costs). .

Staff reviewed the Company's water testing expenses and calculated an estimate of water
testing costs based on the current monitoring sample schedules provided by ADEQ. The
Company's reported expenses were lower than Staffs estimate. Therefore, Staff recommends
that the Company's reported annual water testing expense of $65,459 be accepted for this
proceeding.

26 Per ADEQ/MCED Compliance Status Reports dated January, February and June 2009.
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VI. ADWR COMPLIANCE

The following Company's systems are not located in any Active Management Area
("AMA"): Lakeside, Overgaard, Forest Towne, Sedona, Valley Vista, Pinewood, Rimrock
Miami, Winkelman, San Manuel, Sierra Vista, Bisbee and Ago. (The Forest Towne water system
is not a community system and is not subject to ADWR filing of Annual Report and System
Water Plan.) The ADWR has determined that these systems are in compliance With the reporting
requirements and the System Water Plans filed met ADWR requirements

Apache Junction, Superior and White Tank systems are located in the Phoenix AMA
Tierra Grande, Casa Grande, Coolidge and Stanfield systems are located in the Pinal AMA. The
Oracle system is located in the Tucson AMA; The ADWR has determined that.,these systems are
in compliance with the reporting requirements and the System Water Plans filed met ADWR
requirements, and, except for Superior and Oracle, a Management Plan filed for each system
within AMA is in compliance with ADWR requirements

ADWR has determined that Management Plans tiled for Superior and Oracle systems are
not in compliance with ADWR requirements with regard to potential Lost and Unaccounted for
Water ("L&U") violations

VII. DEPRECIATION RATES

In the previous rate cases for the Eastern and Western Groups, the individual component
depreciation rates developed by the Company were approved per Commission Decisions Nos
66849 and 68303. Those depreciation rates have been carried forward and proposed in this rate
application. Staff recommends the adoption of the previously approved depreciation rates
developed by the Company in this company-wide rate case. These rates are presented in Table

Per ADWR Compliance Reports dated December 2008 and May 2.009



Plant Account
No.

|
n

Depreciable Plant
Average

Service Life

(years)

AWC
Developed
Rates (%)

Wells & Springs 32 3.13

Pumping Plant Structures & Improvements 35 2.86

Electric Pumping Equipment 17 5.88
Gas Engines 25 4.00

Water Treatment Structures & Improvements 40 2.50
I
I 332 Water Treatment Equipment

1

35 2.86
I
n 341 Transmiss1on/Distribution Structures 30 3.33

342
:
I Storage Tanks 50 2.00

343 Transrmssion/Distribution Mains 56 1.79

344

348

Fire Sprinkler Taps 50 I2.00

Services 42 2.38

Meters 22 4.55

Hydrants 55 1.82

390
I

l General Plant Structures 40 2.50 i

1

l 391 Office Furniture & Equlpment 15 6.67

393 Warehouse Equipment 20 5.00

Tools, Shop & Garage Equipment 25 4.00

Laboratory Equlpment 20 5.00

Power Operated Equlpment 15 6.67

Communication Equipment 15 6.67

Miscellaneous Equlpment 30 3.33

V"
314

I

321

325
328

331

345
346

394

395
396

397I
|

398

EXHIBIT KS
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TABLE A

r If

COMPONENT DEPRECIATION RATES



Company's Requested Charges
l
I

Meter Size

Company's Current Charges

Service Line
Charges

Meter
Charges

Total
ChargesMeter Size

4v
5/8"x 3/4"

1 "

(a) 5/8"X 3/4§= $445 $155 $600

(H)
)

1 $495 $315 $810

$830
$830

$1,045
$1,890

$1,875
$2,720

$1,045
$1,165

$1,670
$2,545

$2,715
$3,710

$1,490
$1,670

$2,670
$3,645

$4,160
$5,315

$2,210
$2,330

$5,025
$6,920

$7,235
$9,250
$7,235
$9,250

$2,210
$2,330

$5,025
$6,920

(b)

(b)

(b)

2"- Turbine
2"- Compound
3"- Turbine
3"- Compound

I
4"- Turbine
4"- Compound
6"-Turbine
6"-Compound

(b)

8 "

(b)

10"
(b)

(a) No charge for 5/8"x 3/4" and l"if on existing
pipelines. Full cost for 5/8"x 3/4" and 1"if on
new pipelines.

(b) Full cost for 2" and larger if on existing
pipelines.

10" -Turbine
10"-Compound

$2,210
$2,330

$5,025
$6,920

$7,235
$9,250

EXHIBIT KS
Page 91 of92

VII. OTHER ISSUES

Service Line and Meter Installation Charges

The Company has requested changes in its service line and meter installation charges.
These charges are refundable advances and the Company's requested charges are in the upper
range of charges typically recommended by Staff. The Company also has requested charges for
the installation of 8-inch and 10-inch service lines and meters in the amount equal to the
proposed 6-inch installation charges. Staff concurs with using this approach for larger size
meters. Staff recommends the acceptance of the Company's requested installation charges as
shown in Table B.

TABLE B 1

SERVICE LINE AND METER INSTALLATION CHARGES

8" -Turbine
8" -Compound

\
W
l

Note: Meter charge includes meter box or vault.

n
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Curtailment Plan Tariff

The Company has an approved curtailment plan tariff

Bacldlow Prevention Tariff

The Company has an approved backflow prevention tariff



BEFORE THE ARIZONA CORPORATICN COMMISSION

KRISTIN K. MAYES
Chairman

GARY PIERCE
Commissioner

PAUL NEWMAN
Commissioner

SANDRA D. KENNEDY
Commissioner

BOB STUMP
Commissioner

IN THE MATTER OF THE APPLICATION OF )
ARIZONA WATER COMPANY, AN ARIZONA )
CORPORATION, FOR A DETERMINATION OF)
THE CURRENT FAIR VALUE OF ITS UTILITY )
PLANT AND PROPERTY AND FOR INCREASE )
IN ITS WATER RATES AND CHARGES FOR )
UTILITY SERVICES

DOCKET no. W-01445A-08-0440

SURREBUTTAL

TESTIMONY

OF

KATRIN STUKOV

UTILITIES ENGINEER

ARIZONA CORPORATION COMMISSION

UTILITIES DWISION

AUGUST 07_ 2009

EXHIBIT



TABLE OF CONTENTS

Page

INTRODUCTION AND PURPOSE OF TESTIMONY

ADWR COMLIANCE

WATER LOSS

DETERMINATION OF PLANT ITEMS THAT ARE NOT IN SERVICE OR INACTIVE. 5

ATTACHMENT

EXHIBIT KS-SB]



Surrebuttal Testimony of Katlin Stukov
Docket No. W-01445A-08-0440
Page 1

1 INTRODUCTION AND PURPOSE OF TESTIMONY

2 Q Please state your name, place of employment and job title

My name is Katnln Stukov. My place of employment is the Arizona Corporation

Commission ("Commission"), Utilities Division, 1200 West Washington Street, Phoenix

Arizona 85007. My job title is Utilities Engineer

7 Q Are you the same Katrina Stukov who submitted direct testimony on behalf of the

Utilities Division?

11 Q What was the purpose of that testimony

My direct testimony provided the Utilities Division Staff s ("StafF') engineering

evaluation of Arizona Water Company ("AWC" or "Company") for this rate case

proceeding

16 Q What is the purpose of your surrebuttal testimony

To provide Staffs response to the Compally's rebuttal testimony on three issues, 1)

Arizona Department of Water Resources ("ADWR") Compliance, 2) water loss, and 3)

Determination of plant items that are not in service or inactive, i.e., not used and useiitl

21 ADWR COMLIANCE

22 Q Have you reviewed the rebuttal testimony of Mr. Schneider, including Exhibits FKS

RB1 (ADWR Compliance Status Reports for Superior system) and FKS-RB2

(ADWR Compliance Status Reports

Compliance in this case

for Oracle system) regarding ADWR
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1 Q-

2

3

4

5

6

7

8

9

10

Does Staff agree with Mr. Schneider's position that the Superior and Oracle systems

are currently in compliance with ADWR's requirements?

No. The documentation issued by ADWR on June 23, 2009, in Company Exhibits FKS-

RBI and FKS-RB2 clearly indicates that the Company's Superior and Oracle systems are

not in compliance with ADWR requirements. The documentation includes comments

stating that Arizona Water Company met with ADWR Staff on Januaryl3, 2009, to

discuss increased measures and oversight undertaken to address 'the Company's lost and

unaccounted for water non-complianCe. The ADWR anticipates a complete and

satisfactory resolution regarding this matter in the near future. Therefore, as of June 23,

2009, compliance has not yet been achieved.

11

12 WATER LOSS

13 Q. Have you reviewed the Company's rebuttal testimony regarding water loss?

14 Yes .

15

16 Q-

17

Did the Company perform a thorough water audit and comprehensive evaluation of

water loss for each system?

18 No.

19

20 Q-

21

22

Did the Company propose a proactive detailed plan which outlines and prioritizes the

specific correct ion steps, procedures, and t ime frames for water loss reduct ion

strategies for each system?

23 A.

A.

A.

A.

No.
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1 Q Did the Company determine the estimated annual monetary value of its water losses

based on a unit production cost (to pump, treat, and deliver water to customers) and

on additional capacity unit cost (production, treatment, storage and pumping)?

No. There is no indication that the Company has considered the economic value of the

water lost or its impact on rates (including a concern of its impact on the rates of an even

greater number of customers in case of consolidated rates). The Company simply

estimated water lines replacement costs based on assumed percentage of replacement

needed to achieve the targeted water loss in its three systems as follows: 60 percent for

Bisbee, 60 percent for Pinewood and 35 percent for Rirnrock

11 Q Did the Company indicate that it is making progress in water loss reduction for any

of its eight systems where the water loss is greater than 10 percent?

Yes. In his rebuttal testimony Mr. Schneider asserts that the Company has reduced water

loss by 3 percent to 22.6 percent as of May 2009 for Pinewood, 0.5 percent to 10.2 percent

as of May 20.09 for San Manuel, to 10.7 percent as of May 2009 for Superior, to 10.2

percent in 2008 in Tierra Grande. Mr. Schneider also asserts that the Company is on track

to reduce lost water to less than 10 percent in Tierra Grande, San Manuel and Winkelman

The Company's systems water loss information for those systems with more than 10

percent water loss is tabulated below



System

Water Loss
(per Company's data
for the test year-2007)

Water Loss
(per Company's Rebuttal Testimony)

% Gallons % Date
Pinewood 26 22.633,027,600 As of May 2009
Rimrock 11 1 1,982,800 n/a

Pinetop Lakes 15.4 11,413,600 n/a
Superior 18.4 34,419,500 10.7 As of May 2009
Bisbee 16 57,025,000 n/a

Winkelman 12 4,950,900 n/a on track
San Manuel 10.7 23,133,800 10.2 As of May 2009 on track

Tierra Grande 12.6 8,169,200 10.2 In 2008 on track
Note: n/a-not available

n

Surrebuttal Testimony of Katlin Stukov
Docket No. W-01445A_08-0440
Page 4

1

2

3 Q.

4

Has the Company provided enough information to Staff to enable Staff to modify or

alter its recommendations regarding water loss contained in Staff's direct testimony?

5 No.

6

7

The Company should consider conducting a comprehensive water audit and

evaluation of water loss for each system that is not on track to reduce lost water to less

than 10 percent. Typical issues that should be considered during this process include, but

are not limited to :8

9

10

11

12

Categorization of water losses into real losses (including water volumes lost

through storage overflows, all types of leaks, breaks on mains, and service lines,

up to the point of customer metering) and apparent losses (including unauthorized

13

14

consumption, customer metering inaccuracies, and data handling errors),

Volume of lost water in each category,

15

16

A.

Where losses are occurring,

Why losses are occurring,
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Intervention water loss reduction plan for each category' with specific proactive

actions that will be taken to achieve the water loss reduction goal and time frames

(for the short term and long term)

Cost of lost water based on a unit production cost (to pump, treat, and deliver

water to customers), and on additional capacity unit cost (production, treatment

storage and pumping)

A detailed cost analysis, including costs to implement the water loss reduction

prob et and the benefits of water saved (for the short term and the long term)

10 DETERMINATIQN OF PLANT ITEMS THAT ARE NOT IN SERVICE OR INACTIVE

11 Q How did Staff determine which plant items were not in service or inactive?

The Company actually made the determination on its Water Company Plant Description

data for each system which it provided to Staff (see Exhibit Ks-sBl). Staff had no reason

to disagree with the Company's detennination. Staff determined that if the Company had

classified a plant item as not in service or inactive, that plant item was not used and useful

17 Q Does this conclude your surrebuttal testimony

Yes. it does

Apparent losses should be addressed prior to or concurrent with implementation of a plan to address real losses



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number*

Pump

.H,P.

Pump

Yield

(Qpm)

Casing

Depth

(feet)

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled
Baseline Trtmt.
P\ant Well #12 55-616591 300.0 500 852 16 8 1970

Well #14 55-616589 200.0 422 1000 20 B 1979

Well #15 55-565551 400,0 1270 1467 16 8 1998

Well #15 55-572660 600.0 2500 1510 LB 12 2000

Well #18 55-210431 300 960 1450 18 8 2007

Casts Tnmt,
Plant Well #11 55-616592 250.0 800 744 10 6 1960

Well #13 55616590 600.0 2500 900 20 12 1976

Well #19 55-212858 600 2500 1300 18 12 2007

n/a 55-583450 n/a n/a 1150 12 2000Ranch 160 No, W1 (not in service)

n/a Ranch 160 No. W2 (not in service) 55-588620 n/a r1/a 1250 16 2002

Name or Description

Capacity

(rpm)

Gallons Purchased or Obtained

(in thousands)

n/a Central Arizona Project ("CAP") Note 1 927,863.0

EXHIBIT KS-SB1

Company Name

ADEQ Public Water System No

Test Year Ended

Arizona Water Company - Superstition (Apache Junction)

11-004

31-Dec-07

WATER COMPANY PLANT DESCRIPTION

WELLS

Arizona Department of Water Resources Identification Number

O T H ER  W AT ER  SO U R C ES

Note 1 Total CAP allocation is 6_00D Acre Ft.lyr. Capacity of point of delivery from City of Mesa is approx. 3,500 rpm



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number*

Pump

H.P.

Pump

Yield

(Qpm)

Casing

Depth

(feet)

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled

Rx/a 55-528263 10 14 600 10 2 1990

n/a Well #11 55-616626 25 72 750 12 2 1969

rm/a Well #12 55-616627 50 90 840 16 3 1972

n/a Well #17 55616631 25 38 800

v

8 2 1975

la Well #1 B 55-516632 60 116 972 15 3 1979

n/a Wei! #to 55-615633 25 60 800 12 2 1979

la Well #20 55-516634 30 75 1000 14 2 1981

n/a Well #21 55-526519 15 60 1006 18 1 1990

Rx/a Well #22 55-527760 5 18 650 B 1 1990

We Well #24 55-534905 10 14 910 6 1 1992

rasla Well #25 55-548894 30 50 900 8 2 1995

la Well #26 55-561712 30 90 1050 B 2 1998

See No1e__1 Well #27 55 -584245 5 0 275 980 1 2 6 2 0 0 0

n/a Well #28 55 -585052 1 5 0 255 8 0 0 1 2 6 2 0 0 1

n/a Well #6 55 -616621 4 0 1 2 6 1 0 8 8 1 5 2 1 9 7 0

n/a Well #7 55 -616622 1 5 5 8 5 7 3 1 6 2 1 9 6 3

rasla Well #B 55 -616623 2 0 24 1 0 0 0 1 2 2 1 9 5 1

la Well #9 55-616624 1 5 3 5 7 7 7 n/a 2 1963

Name or Description

Capacity

(npml

Gallons Purchased or Obtained

(in thousands)

n / a l a l a

Company Name:
ADEQ Public Water System No:
Test Year Ended;

Arizona Water Company - Miami

04-002

31-DeC-07

WATER COMPANY PLANT DESCRIPTION

WELLS

*Arizona Department of Water Resources Identification Number

Note__1: in lieu of an arsenic plant, the Company was able to combine the flow from wells 12, 27 and 28 and blend the arsenic levels at the new POE to

below 10 ppb. Well 27 was the only Miami well with elevated arsenic concentrations. The blending of these wells allowed the Company and the

rate payers of Miami to eliminate the expensive treatment requirement.

OTHER WATER SOURCES



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number'

Pump

H,P.

Pump

Yield

(rpm)

Casing

Depth

(feel)

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled

Evenness Rd.
Tr\mL Plant Well #19 55-615503 300.0 1750 1000 20 10 1980

Well #21 55503113 250 540 S95 20 S 19B3

Well #24 55-540305 300 900 1000 18 B 1993

Well #30 55-208BZ2 200 720 1o00 LB B 2006

Mission Royale
Tr1mL P\an1 Well #29 55-595254 250 1380 1120 LB 10 2004

Lake in the
Desert Plan! Well #27 55-558553 200 4s0 1110 LB

J
4 1999

Arizona City
Tr\mL Plan\ Well #be 55-571205 350 1590 1210 18 10 1999

Cottonwood
Tram Plant

See Note 1

Well #23 55.522319 300 1o00 1005 18 a 1989

Well #25 55-545719 300 1300 1074 LB B 1994

Well #26 55-560802 300 1420 1ooo 18 10 1997

Well #10 55-515595 200 900 1025 20 B 1960

Well #14 55-6165982 40.0 150 500 20 4 1982

Well #17 55-516601 2DD.O 770 739 15 6 1975

ell #20 55-616604 3D 1150 1000 20 10 1977

Well #31 (Began using in 'OB) 55-210294 200 1200 1500 18 10 2006

n/a inactive 55-816583

la \act ive 55-506BD9 B00 B50 20 1983

-

We inaaive @,l\:h\ IL 55-615597

55-61 B602

55-214248 250 1250 1200 LB 10 2007

55-212523 250 1100 1 O00 18 10 2007

iv/a

la

l a

iNa

Inactive

Well #32 (Began using in 'DB)

Well #33 (Began using in 'DB)

350 15D 1100 16 NONE 1970
Well #34 (Nat in sen/ice) 55-6165BB

la Well #9 (Not in Sewioe) 55-616594 200 400 1055 16 B 1958

Name or Description

Capacity

(Qpml

Gallons Purchased or Obtained

(in thousands)

n/an/a
n/a

1

Company Name:
ADEQ PublicWater System No:
Test Year Ended:

Arizona Water Company Casa Grande (Casa Grande)

11-D08

31-Dec-07

WATER COMPANY PLANT DESCRIPTION

WELLS

'Arizona Department of W aler Resources identification Number
Nole._1 : Excess from Well # ZN that Abbot Labs does not lake is being treated at Cnlionwood Lane
Nole_2: The DWR No. originally provided for Well #14 (55~613443) was ineorreci. The Correct DWR Well No. for Well #14 is 55-616598.

IDW R Well No. 55-613443 does not belong Io the Company. Well #14/55-616598 is currently in service.
OTHER WATlER SOURCES



Liquid Chlorinator and Building (Not in Service)
6,000 Gal Pressure Tank (Not in Service)

Well Site #1
100 HP Pump, Motor/Panel
ArsenldNilrate Treatment Plant
1-10 HP & 1-15 HP Booster pumps installed 200B
Coin Operated Salesman
Mobile Mini for Salesman 5'x8' steel
5,000 Gal Pressure Tank
Liquid Chlorinator and Building
Automatic Controls
Fence
100,000 Gallon Storage Tank
20,000 Gallon Storage Tank

STANFIELD INVENTORY OF MAJOR PLANT INSERVICE

4

Table Top We/ISite #3
60HP Pump, Subm./Panel
Automatic Controls

Fence
16,000 Gallon Storage Tank (Not in Service)

POST~TEST YEAR PLANT

W A 1-3769

W A 1-3769: Stanfield arsenic treatment site preparation
118,488
172,279

411
14,918

.v

Acct
314
325
343
345
332
321
348
.331
342
395
397
398

Wells
Elem. Pumping Equip.
T&D Mains
Services
Water Treatment Equip.
Pumping Plt. Struct. 8< Imp.
Hydrants
Struck. & Imp. - WT
Storage Tanks
Laboratory Equip.
Communications Equip.
Miscellaneous Equipment

7,970

$ 314,065

Less: Amps. closed before 12/31/07

Total Post-Test Year Plant SS 314,066



Cabinet (Hypochlorinator) - not in service

Mar West Well Site #5 (Out Of Service)

10 HP Submersible/Panel

2 Booster Pumps - 20 HP/Panels

soon Gal Pressure Tank

Fence

WHITE TANK INVENTORY OF MAJOR PLANT IN SERVICE

Well Site #7 - Warehouse Site

1 o0 HP Pump, Motor/Panel

Building (Wraps/Office) 20x20 metal

Contents, fax, copier, computer

Alarm (intrusion) .

Automatic Controls

Nitrate Treatment System (Pre-Filter Included)

8' X 20' Mobile Mini

Fence

Sand separator

Vault Pumpsite (Citrus Interconnect) (AZ-American)

Auto Controls

HP Pump, Motor/Panel

2-inch service

1

500,000 Gal Tank Site (Beautiful Anions Estates Sure)

2 Booster Pumps-5 HP/panel

5,000 Gal Pressure Tank

Automatic Controls/Radio, Aula Dialer

Fence

500,000 Gallon Storage Tank

1,000,000 Gallon Storage Tank

Indian School Interconnect (AZ-American)

3-inch service, vault

Well Site #8

100 HP Pump/Panel

Cabinet (Not in Service)

Automatic Controls/ Auto Dialer

Fence

2 Sand Seperators

Pre-Filter

Well Site #2 & #4 Monte Vista

Well No. 2: 30 HP Pump, Motor

Well No. 4: SD HP Pump, Motor

2 Sand Separators

2 Booster Pumps - 40 HP (rebuilt 2006)

Station Pump Panels

1- 5,000 Gallon Pressure Tank

Automatic Controls/radio

Auto Dialer

Arsenic Treatment Plant

Liquid Chlorinator & Cabinet

Fence

21 ,000 Gallon Settling Tank

50,000 Gallon Storage Tank

100,000 Gallon Storage Tank



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number*

Pump

H.P.

Pump

Yield

(rpm)

Casing

Depth

(feet)

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled

la Weil #7 55-616506 200 1070 1100 20 8 195B

re/a WeI\ #9 55-616608 200 1350 470 20 10 1961

la Well #10 55-616609 200 1370 980 20 12 1973

la Well #2 55-616687 30 230 542 B 4 1971

n/a 55-516686 30 240 n/a la none 1930

n/a Well #11 (Not in service) 55-210293 2000 18 2007

r1/a Well #13 55-212419 200 450 2000 18 10 2007

Name or Description

Capacity

(Qpm)

Gallons Purchased or Obtained

(in thousands)

n/a rm/a la

Company Name:

ADEQ Public Water System No:

Test Year Ended:

ArizonaWater Company - Coolidge

11-014

31-Dec-07

WATER COMPANY PLANT DESCRIPTION

WELLS

*Arizona Department of Water Resources Identification Number

O T H E R  W A T E R  S O U R C E S



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number*

Pump

H.P.

Pump

Yield

(Qpm)

Casing

Depth

(feet)

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled

la Sandv 40 Well #2 55-615612 15.0 65 301 12 2 2006

r1/a Larson Well #4 55-6t6B14 50.0 145 750 8 4 1982

la Moonridge Well #5 55-504286 150.0 360 1115 20 4 19B3

la Lower Woodland Well #G 55-560979 175.0 490 1000

v

18 8 1997

la Nate Well #7 55-579779 200.0 490 1020 18 4 2000

la 55-616581 50.0 1045 10 1981

Name or Description

Capacity

(rpm)

Gallons Purchased or Obtained

(in thousands)

la la n/a

I

Company Name:
ADEQ PUblic Water System No:
Test Year Ended:

Arizona Water Company - Lakeside (Lakeside)
09-003

31-Dec-07

WATER COMPANY PLANT DESCRIPTION

WELLS

*Arizona Department of Water Resources Identification Number

OTHER WATER SOURCES



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number*

Pump

H.P.

Pump

Yield

(rpm)

Casing

Depth

(feet)

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled

Vwl!iams
Trtmi. Plant Well #7 55-616661 125.0 4B0 700 10 4 n/a

_ .
I

y;=,"§

iplam' Well #6 55-616652 60.0 235 la 8 3 1949

/Tr}ow
Trtmt. Plant Well #10 55-556709 100.0 380 1010 16 4 1998

rm/a Well #2 55-515656 100.0 510 320 6 4 1960

la Well #4 55-616658 25.0 60 750 B 2 1955

la Well #5 55-616659 60.0 155 684 5 1.5 1962

n/a Well #B 55-615653 250.0 800 791 16 6 1975

la Well #9 55-506794 150.0 560 505 16 6 1983

n/a Well #12 55-204279 250.0 500 897 16 6 2004

Rx/a Well #11 (Not in service) 55-590241 14B5 16 2002

n/a
n/a 613 8 1989

rm/a
55-616660 la n/a n/a 1959

Inactive

Plan'L not yet constructed

Name or Description

Capacity

(rpm)

Gallons Purchased or Obtained

(in thousands)

re/a re/a n/a

r

¢

Company Name:
ADEQ Public Water System No:
Test Year Ended:

Arizona WaterCompany - Sedona (Sedona)
D3-003

31 -Dec-07

WATER COMPANY PLANT DESCRIPTION

WELLS

*Arizona Department of Water Resources Identification Number

OTHER WATER SOURCES



Arsenic

Treatment

Arizona

Water Co. ID

ADWR ID

Number*

Pump

H.p,

Pump

Yield

(rpm)

Casing

Depth

(feel

Casing

Diameter

(inches)

Meter

Size

(inches)

Year

Drilled

Rancho Rojo
Trtmt. Plant RR 55-616571 30.0 n/a 400 8 2 1963

Mesa Trlmt.
Plant WHM 55-616670 5.0 23 15 B 1 1961

Sedona Golf
Resorl Plant SGR 55-51 B969 60.0 265 613 8 3 1989

EPA Trlmt.
Plant w Well #1 55-616672 10.0 60 578 6

I

2 1973

la \ 16 B 1952
.:.

la

.4

75.0 300 1005 16 5 2007

55-632272

55-212110

SU (not of service)

VVWeI\# 13

Name or Description

Capacity

(Qpm)

Gallons Purchased or Obtained
(in thousands)

n/a n/a la

Company Name
ADEQ PublicWater System No
Test Year Ended

Arizona Water Company - Sedona (Rancho Rojo)

13-114

31-Dec-87

WATER COMPANY PLANT DESCRFPTION

WELLS

Arizona Department of Water Resources identification Number

OTHER WATER SOURCES



Sunup Weil Sire

5 HP Pump Molar/panel

Building a' x 12' Cinder Block 1972

Automatic Controls

Fence

5.
fr

Sunup Tank Site

Fence

150,000 Gallon Storage Tank

175,000 Gallon Storage Tank

I

I

r
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EXECUTIVE SUMMARY
ARIZONA WATER COMPANY

DOCKET NO. W-01445A-08-0440

Arizona Water Company ("AWC" or "Company") is a public service corporation engaged in
the business of providing public utility water service to approximately 83,000 Arizona
customers.

This testimony presents Staffs analysis and recommendations concerning the Company's Rate
Base for the seventeen (17) systems in this docket. This testimony discusses six Staff
adjustments made to AWC's Rate Base.

In aggregate, Staff recommends a $5,473,842 disallowance of AWC's plant in service and an
overall $3,087,125 reduction to the Company proposed rate base. These figures are shown on
the consolidated version of Schedule BKB-l attached to this testimony. Detail of these
adjustments are shown on Schedule BKB-2 for each of the seventeen (17) districts.

An overview of Staffs six adjustments to the Company rate base is provided below:

Not Used and Useful Plant
In aggregate for the seventeen (17) systems, Staff removed $5,473,842 of plant because it was
not used and useful.

Accumulated Depreciation
In aggregate for the seventeen (17) systems, Staff removed $2,511,769 of accumulated
depreciation associated with the not used and useful plant removals listed above.

Contributions in Aid of Construction ("CIAC")
This adjustment removes $1,324,341 in Contributions in Aid of Construction ("CIAC")
associated with two of the not used and useful plant removals listed above.

Customer Deposits
In aggregate for the seventeen (17) systems, this adjustment adds a total of $658,380 to the
customer deposits account in the rate base.

Working Capital
In aggregate for the seventeen (17) systems, Staffs recalculation of the Company's working
cash requirement amounts resulted in a deduction of $776,725 to the working capital account in
rate base.

Regulatory Asset / (Liability)
This adjustment removes $14,289 in Net Regulatory Asset/(Liability) to
recalculation of the 2006 amortization amount in the Casa Grande system.

recognize Staffs
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1 INTRODUCTION

2 Q Please state your name andbusiness address

My name is Brian K. Bozzo. My business address is 1200 West Washington Street

Phoenix Arizona 85007

6 Q. By whom are you employed and in what capacity

employed by the Arizona Corporation Commission ("Colnmission") in the Utilities

Division ("Staff") as the Compliance and Enforcement Manager. Until July 2003, I was

employed by Staff as a Public Utility Analyst V in the Financial and Regulatory Analysis

section

12 Q Please describe your education and work experience

I obtained a Bachelor of Science degree in Business Administration from the University of

Arizonalocated in Tucson, Arizona. In 1991, I joined Staff as a rate analyst. Shave been

responsible for conducting case preparation/analysis and serving as a Commission witness

in rate proceedings, finance authorizations and Certificate of Convenience and Necessity

("CC&N") proceedings, among others. These duties included utility and financial

examinations and investigations which determined and presented Staff" s recommendations

on the issues of rate base, operating expenses, revenue requirement and rate design

among others. Further, as the Compliance Manager, I am responsible for a group

consisting of two individuals with the mission of monitoring and reporting on regulated

industries adherence with Commission decisions and rules. Iii that capacity, I am also

assigned compliance casework relating to extension of time requests and order to show

cause actions. Finally, in support of all the above casework, I provide oral and written

testimony to the Commission via participation in formal and administrative hearings
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1 Q- What Test Year was used by Arizona Water Company ("AWC" or "Company") in

2 this tiling?

3 AWC applied a historical Test Year utilizing the twelve months ending December 31,

4 2007.

5

6 Q-

A.

Are there multiple AWC districts included in the instant application?

7 Yes, on August 22, 2008, AWC docketed an application for a determination of the fair

8

9

value of its utility plant and property and for an adjustment to its rates and charges for

seventeen (17) individual "distr icts" within its Company. As such,  Staff analyzed

While the10

11

12

separately the individual distr icts outlined in the application by AWC.

Company has more than seventeen (17) individual water systems (from an engineering

separa te Ar izona  Depar tment  of  Environmenta l Qua lity

13

perspect ive) which have

("ADEQ") public water system identification numbers, AWC combined their operations

14 into the following seventeen (17) districts for ratemaking and presentation purposes:

Table I15

16

17 Q. What is the purpose of your testimony in this proceeding?

18

19

20

21

22

23

A.

A. T he purpose of  my tes t imony is  to present  S ta ffs  ana lys is  and r ecommenda t ions

concerning the Rate Base for the seventeen (17) districts included in the pending rate

application filed by AWC on August 22, 2008, and found sufficient on October 15, 2008.

My testimony sets forth Staffs adjustments to Plant in Service, Accumulated Depreciation

and other rate base accounts based on end of the Test Year figures and also sets forth

Staff" s adjustments to the post test year adjustments outlined in the Company testimony.
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1 Q How is your testimony organized?

This introduction is followed by summary discussions of both the Rate Base and Staff' s

overall adjustments to AWC's application amounts. Next is a discussion of Staff" s test

year and post test year plant adjustments. Following that is a discussion of Staffs

adjustments to the accumulated depreciation account which correspond to plant

adjustments discussed above. After accumulated depreciation, there is a discussion of

Staff adjustments to other rate base accounts such as Contributions in Aid of Construction

("CIAC"), Customer Deposits, Working Capital and Net Regulatory assets/(Liability) .

10 Q Was the work resulting in Staff's Rate Base testimony and schedules performed by

you or at your direction?

14 Q Did AWC present schedules in its application for the utilization of a Reconstruction

Cost New ("RCN") Rate Base?

No. Both Schedules B-3 and B-4 of the Company application state "The Company did not

conduct a Reconstruction Cost-New Study". The Company has therefore waived its right

to use RCN Rate Base. Therefore, Original Cost Rate Base will be used as the Fair Value

Rate Base in this proceeding.

21 Q Has Staff prepared individual sets of schedules for each Company district?

Yes. In the presentation of its case, Staff prepared a complete set of separate rate base

schedules for each of the individual AWC districts.
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1

2

SUMMARY OF RATE BASE ADJUSTMENTS

Please provide a summary of the adjustments outlined in Staff's Rate BaseQ-

3 testimony.

4

5

6

7

8

9

10

This testimony presents various Staff adjustments to the rate base proposed by the

Company in its application for rate increase. These Staff adjustments relate to the Plant in

Service, Accumulated Depreciation, Contributions in Aid of Construction ("CIAC"),

Customer Deposits, Working Capital and Net Regulatory Asset/(Liability) accounts.

Staffs adjustments to rate base are shown on the consolidated version of Staff Schedule

BKB-l and are discussed below. Not all adjustments affect all seventeen (17) districts,

therefore nothing is shown in the systems where adjustments do not apply.

11

12

13

Not Used and Useful Plant

In aggregate for the seventeen (17) systems, Staff removed $5,473,842 of plant

because it was not used and useful.14

15

16

17

Accumulated Depreciation

In aggregate for the seventeen (17) systems, Staff removed $2,5l1,769 of

Accumulated Depreciation associated with the not used and useful plant removals

listed above.

18

19

20

21

22

23

Contributions in Aid of Construction ("CIAC")

This adjustment removes $1,324,341 in Contributions in Aid of Construction

("ClAC") associated with two of the not used and useful plant removals listed

above.24

A.
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Customer Deposits

In aggregate for the seventeen (17) systems, this adjustment adds a total of

$658,380 to the Customer Deposits account in the rate base.

Working Capital

In aggregate for the seventeen (17) systems, Staffs recalculation of the

Company's working cash requirement amounts resulted in a deduction of

$776,725 to the Working Capital account in the rate base.

Net Regulatory Asset / (Liability)

1

2

3

4

5

6

7

8

9

10

11

12

13

This adjustment removes $14,289 in Net Regulatory Asset/(Liability) to recognize

Staff s recalculation of the 2006 amortization amount in the Casa Grande system.

A table version of the above information is shown below:

TABLE II

STAFF'S ADJUSTMENTS TO THE AWC RATE BASE

LINE NO. TYPE OF ADJUSTMENT AMOUNT

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

1.
2.
3.
4.
5.
6.

PLANT IN SERVICE - NOT USED AND USEFUL
ACCUMULATED DEPRECIATION
CONTRIBUTIONS IN AID OF CONSTRUCTION
CUSTOMER DEPOSITS
WORKING CAPITAL
REGULATORY ASSETS/(LIABILITIES)

$ (5,473,842)
as (2,511369>
$ (1,324,341)
s 658,380
$ (776,725)
S (14,289)
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1

2

3

4

5

RATE BASE

Q. Please provide an overview and breakdown of the Company's proposed rate base

amounts.

In aggregate, AWC has proposed a total rate base amount of $147,744,646 for the 17

districts outlined in the Company's application. The individual AWC rate base amounts

for each district system are shown below:

Table III

Compally Proposed
Rate Base

6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

Ay o
Bisbee
Casa Grande
Coolidge
Lakeside
Miami
Oracle
Overgaard
Pinewood
Rimrock
Sedona
San Manuel
Sierra Vista
Stanfield
Superstition
White Tank
Winkelman

$1,123,691
$4,660,984

$41,274,515
$4,318,205
$7,169,218
$7,663,611
$2,412,232
$3,338,584
$1,882,836
$2,338,005

$18,018,530
$2,035,209
$2,520,716

$823,590
$43,424,545

$4,415,017
$325,142

Q- Please provide an overview and breakdown of Staff's recommended rate base

amounts.

31

32

33

34

35

36

A.

A. In aggregate, Staff recommends a total rate base amount of $144,657>521 for the 17

systems outlined in the Company's application. The Staff recommended rate base figures

by district are presented in Schedules BKB-1 and BKB-2 for each district and rate base

amounts for each district system are shown below :

Svstern
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Table IV

System
Staff Proposed

Rate Base

Ay o
Bisbee
Casa Grande
Coolidge
Lakeside
Miami
Oracle
Overgaard
Pinewood
Rirnrock
Sedona
San Manuel
Sierra Vista
Stanfield
Superstition
White Tank
Winkelman

$1,113,530
$4,619,362

$40,554,691
$4,256,413
$7,019,069
$7,391,039
$2,392,281
$3,315,094
$1,827,362
$2,316,986

$17,027,937
$2,019,483
$2,491,943

$791,031
$42,812,403

$4,372,718
$336,179

24 Q Please identify the number and the nature of the rate base adjustments Staff is

recommending in this testimony.

As shown in Schedule BKB-2 for each of the seventeen (17) districts, Staff is

recommending six adjustments to rate base - one each to the Plant in Service,

Accumulated Depreciation, CIAC, Customer Deposits, Working Capital and Net

Regulatory Asset/(Liability) accounts. Some of these adjustments affect numerous

3ccoll11ts



I

I

Direct Testimony of Brian K. Bozzo
Docket No. W-01445A-08-0440
Page 8

1 SUMMARY OF PLANT AND ACCUMULATED DEPRECIATION

2 Q- Please summarize the Staff adjustments to Plant in Service as shown on Staff

3 Consolidated Schedule BKB-1.

4

5

6

7

In aggregate for the seventeen systems, Staff removed $5,473,842 from plant in service.

Detail of the effect on specific plant accounts is shown on the Schedule BKB-2 for each of

the seventeen (17) systems. With the exception of several post-test year plant amounts,

the entirety of this $5,473,842 deduction from plant was removed based on Staff' s

8 determination that the items were system components that were not used and useful. The

9

10

11

12

two post-test year plant amounts (one regarding a Sedona well totaling $413,817 and one

regarding a Pinewood electric panel totaling $40,553) were removed based on the fact that

they were not in service at the time of Staffs physical inspection. In summary, all of the

$5,473,842 deducted from plant in service was removed based on the determination that

the items were not in service or inactive. Plant that is not in service or inactive is not used13

14 and useful to customers.

15

16 Rate Base Adjustment No. 1 - Plant in Service / Not Used and Useful Plant.

17 Q- Did Staff conduct inspections to determine whether the plant claimed in the

18 Company's filing was used and useful for the provision of utility service?

19

20

21

22

23

24

A.

A. Yes. These inspections revealed that not all of the plant presented in the filing was used

and useful. Staff Engineering witness Ms. Katlin Stukov conducted physical inspections

of the various plant that was present on site in the AWC district systems. She is

presenting Staff Reports and written testimony which outline the items that were found to

be not in service and inactive. Further, I conducted discovery to determine the operational

nature and overall status of certain plant items.
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Do any of your adjustments reflected on Consolidated Schedule BKB-1 affect

multiple districts?

Yes. All of Staff" s rate base adjustments affect multiple systems with the exception of the

Regulatory Asset/(Liability) adj vestment which affects only the Casa Grande district.

Q. Please provide a breakdown of Not Used and Useful plant.

1

2

3

4

5

6

7

8

9

1 0

1 1

The overall amounts for each plant account are presented in Table IV below. As can be

seen, Staffs Rate Base Adjustment No. 1 - Not Used and Useful Plant includes amounts

from various plant accounts which were aggregated from all of the various AWC districts.

Detail on the Not Used and Useliil adjustment within each district can be seen in Staff

Schedule BKB-2 for that district.

TABLE V

STAFFS NOT USED AND USEFUL PLANT ADJUSTMENTS

ACCT. NO. PLANT ACCOUNT AMOUNT

12
13
14
15
16
17
18
19
20
21
22
23
24
25

314
321
325
331
332
342
397

WELLS
PUMPING PLANT STRUCTURES AND IMPROVEMENTS
ELECTRIC PUMPING EQUIPMENT
WATER TREATMENT STRUCTURES AND IMPROVE.
WATER TREATMENT EQUIPMENT
STORAGE TANKS
COMMUNICATIONS EQUIPMENT

s ( 5,061,577 )
s ( 12,731 )
s ( 341075)
S ( 904 >
s ( 38,098 )
as ( 5,600 )
$ ( 7,792 >

2 6

2 7

2 8

2 9

3 0

3 1

3 2

3 3

Q- Please explain the process which resulted in the production of the Not Used and

Useful Plant adjustment amounts.

A.

A.

A. The Not Used and Useful Plant amounts were the result of a process of inspection and

data gathering involving several steps, each beginning with utility information that was

provided by the Company. The Company originally provided plant information on its

systems to Staff Engineer Ms. Katrina Stukov who ultimately produced Staff Reports on

each system outlining plant that was not in service and inactive. The Staff Reports
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included breakdowns of plant facilities for each system, which, according to footnote 5 at

the bottom of Exhibit KS (page 6 of 92), was information provided per Company data

responses and Staff" s site visits. Therefore, Staff took Company information and

identified not in service and inactive plant

Staff sent the Company data request BKB 11.16 to gather the necessary cost information

to remove the Not Used and Useful amounts from the cost of service. Company Data

response 11.16 specifically addressed which of those amounts were included in the

Company application (and therefore needed to be removed in Staff's adjustment) and

provided the necessary amounts received to make the adjustment to each account in

Staffs adjustment. Staff then sorted the Company data response information by plant

account so that the Not Used and Useful adjustment could be presented in an aggregate

form. The summary figures for each plant account that make up the Not Used and Useful

plant adjustment are presented above in Table V and are the result of this process

16 Q- Why is Staff removing plant that is Not Used and Useful?

Only plant that is used and useful for the provision of utility service should be included in

the cost of service

20 Q What adjustment is Staff recommending for Rate Base Adjustment No. 1 .- Plant in

Service / Not Used and Useful Plant?

Staff recommends removing $5,473,842 from Plant in Service. These adjustments are

shown individually on Schedule BKB-2 for each of the seventeen (17) systems. In

addition, there are corresponding adjustments to each Accumulated Depreciation account

that are associated with each piece of this plant in service adjustment
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1

2

Rate Base Adjustment No. 2 .-. Accumulated Depreciation

What other rate base adjustments were developed in association with the Not Used

and Useful adjustment to plant?

Q

Staffs Accumulated Depreciation adjustments, affecting similar multiple accounts, are

necessary as a result of the removal to Plant in Service for Not Used and Useful plant

These are corresponding adjustments to Accumulated Depreciation that relate to each of

the individual plant amounts that were removed by Staff

9 Q Please provide a brief discussion and outline of Rate Base Adjustment No. 2, which

affects the Accumulated Depreciation account

When Staff gathered the original cost figures from the Company relating to the Not Used

and Useful plant, Staff" s discovery also included a request for the Company to provide the

relevant Accumulated Depreciation that corresponded to each plant removal. As with the

summary totals for the individual plant amounts removed in Rate Base Adjustment No. l

the corresponding Accumulated Depreciation amounts were sorted and totaled by plant

to Accumulated Depreciation for each plantaccount. Staff s summary adjustments

account are shown below

TABLE VI

STAFFS CORRESPONDING ACCUMULATED DEPRECIATION ADIUSTMENTS

ACCT. NO PLANT ACCOUNT

314
321
325
331
332
342
397

WELLS
PUMPING PLANT STRUCTURES AND IMPROVEMENTS
ELECTRIC PUMPING EQUIPMENT
WATER TREATMENT STRUCTURES AND IMPROVE
WATER TREATMENT EQUIPMENT
STORAGE TANKS
COMMUNICATIONS EQUIPMENT

$ ( 2,322,996 )
S ( 7,958 >
$ ( 158,488)
s ( 284 )
$ ( 9,876 )
$ ( 6,869 )
as ( 5,299 )
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1 Q-

2

Overall, what adjustment is Staff recommending for Rate Base Adjustment No. 2 -

Accumulated Depreciation?

3

4

5

Staff recommends removing $2,511,769 from Accumulated Depreciation. These

adjustments are shown individually on Schedule BKB-4 for each of the seventeen (17)

systems.

6

7

8

9

10

SUMMARY OF OTHER RATE BASE ADJUSTMENTS

Rate Base Adjustment No. 3 .- Contributions in Aid of Construction ("CIAC")

Please provide a brief discussion and outline of the Rate Base Adjustment No. 3 to

CIAC.

Q-

11

12

13

14

In aggregate, Staff removed two amounts which impact the CIAC account. These

adjustments relate to two of the individual plant removals that were developer funded.

The removals were in the Wells account and were for a Superstition/Apache Junction well

identified as Ranch 160 WE and for a Coolidge well identified as Well # l l. The amounts

involved in this adjustment are shown in the table below:

TABLE VII

STAFF'S CORRESPONDING CONTRIBUTIONS IN AID OF CONSTRUCTION ADJUSTMENTS

SYSTEM AWC WELL ID AMOUNT

15

16
17
18
19
20
21
22
23
24
25
26

SUPERSTITION/ AP. IU,
COCLIDEGE

Ranch 160 WE
Well # 11

484,606 )
839,736)

27 Q, Overall, what adjustment is Staff recommending for Rate Base Adjustment No. 3

28 CIAC?

29

30

Staff recommends removing $1,324,341 from CIAC. These adjustments are shown

individually on Schedules BKB-2 and BKB-5 for the Superstition and the Coolidge

districts.31

A.

A.

A.
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1 Q- Is this your final recommendation on CIAC?

2

3

Not necessarily. Staff is developing another data request for the Company. Based on the

Company's response to this data request, Staff may adjust the CIAC recommendation.

4

5

6

7

Rate Base Adjustment No. 4 .- Customer Deposits

Q. Did the Company include Customer Deposit amounts for each AWC district in the

pending application for rate increase?

8

9

10

11

No. As can be seen on Schedule BKB-6 for each system, the Company did not include

Customer Deposit amounts in the rate case application. Therefore, any such amounts

discovered by Staff and included in the cost of service would increase the balance from

zero (0) and create a Customer Deposit adjustment in each district.

12

13 Q- Did Staffs analysis identify any AWC amounts relating to customer deposits?

14

15

16

17

Yes. Staff data request AH 3-30 asked that the Company to provide a listing of the

Customer Deposits as of the end of the Test Year. In the Company response, AWC listed

the amount of Customer Deposits for each of the districts. Staff consolidated the amounts

for Apache Junction and Superior to form a total for the Superstition district. The

customer deposit amounts provided by AWC are shown in the table below:

TABLE VIII

STAFF'S CUSTOMER DEPOSIT RATE BASE ADJUSTMENTS

AWC DISTRICT AMOUNT

18

19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

A.

A.

A.

AJO
BISBEE
CASA GRANDE
COOLIDGE
LAKESIDE
MIAMI
ORACLE
OVERGAARD
PINEWOOD

$ 4,600
$ 7,600
$252,738
$ 69,105
$ 8,300
S 31,336
S 7,460
$ 6,935
$ 4,330
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1
2
3
4
5
6
7
8
9

RIMROCK
SEDONA
SAN MANUEL
SIERRA VISTA
STANFIELD
SUPERSTITION
WHITE TANK
WINKELMAN

3 7,050
s 18,575
$ 5,425
$ 15,925
$ 2,635
$ 196,185
$ 9,530
S 650

10 Q-

11

What adjustment does Staff then recommend for Rate Base Adjustment No. 4

Customer Deposits?

12

13

14

15

16

Staff recommends that a total of $658,380 be added to the Customer Deposits account.

These adjustments are shown individually on Schedule BKB-6 for each of the seventeen

(17) districts. They increase the balance of the Customer Deposits account from zero (0)

in each district. The $658,380 Staff adjustment is the accumulation of these individual

Customer Deposit adjustments shown above in Table VIII.

17

18

19

Rate Base Adjustment No. 5 - Working Capital

Did the Company include a Working Capital component in its application for rate

increase?

Q-

20

21

22

23

24

Yes. The Company included a total of $1,876,007 in the rate application in the Working

Capital category. The $1,876,007 total is a consolidation of amounts for Cash Working

Capital, Materials and Supplies Inventories, Required Cash Balances and Prepayments

and Special Deposits.

25

26 Q. Does Staff agree with the Company's Working Capital balance?

27

28

29

A.

A.

A. No. Staff disagrees with the analysis behind the Company's Cash Working Capital figure

of $556>419. The specific analysis supporting the Cash Working Capital figure in the

Company application is the lead-lag study.
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1 Q-

2

Has Staff developed an adjustment to any other section of Working Capital other

than Cash Working Capital?

3 No.

4

5 Q. What is Staffs objection with the lead-lag study as proposed by the Company?

6

7

8

The Company presented the Commission with a lead-lag study that includes a cost of

equity component in its calculation. The cost of equity is not a nonna or appropriate

component for inclusion in a lead-lag study.

9

10 Q-

11

What does Staff recommend regarding the Company's use of the cost of equity as a

component in the lead-lag study.

12 Staff recommends that the cost of equity component be excluded firm the lead-lag study.

13

14 Q- Did Staff exclude the entire lead-lag study as presented by the Company?

15 No. In fact, Staff utilized all of the Company lead-lag study with the exception of the Cost

16 of Equity component.

17

18 Q- How did Staff accomplish the exclusion of the Cost of Equity component from the

19 lead-lag study?

20

21

22

23

The Company's lead-lag study has separate calculations of the "working cash

requirement" in dollars for each individual component or expenditure account (Purchased

Power, Payroll, Purchased Water, Chemicals, etc.). This provides the amount of cash

needed for each of the individual accounts that is included in the study for that district. In

24

25

A.

A.

A.

A.

B.

each of the Company lead-lag studies, one of the presented components or line items

relates to the cost of equity. The summation of the working cash requirement amounts for
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1

2

each individual component or expenditure line (including cost of equity) provides the total

working cash requirement for that district.

3

4

5

6

7

8

9

10

Therefore, since the cost of equity was included as a separate component or expenditure

line item, each district study has an amount of cash that was calculated and included

specifically for the cost of equity. In order to exclude the cost of equity component from

Staffs recommendation for cash working capital, Staff simply removed or subtracted the

exact amount of working cash requirement dollars relating to cost of equity that the

Company calculated and included in the study. This effectively eliminated or excluded

the cost of equity from the Company lead-lag study and provided the lead-lag study result

that Staff utilized in its recommendation.11

12

13 Q- What is the effect of Staff's exclusion of the cost of equity from the lead-lag study?

14

15

The amount of working cash requirement for the cost of equity component was different

in each district so the effect of removing those amounts is different for each district as

16

17

18

19

20

21

22

23

A.

well. For instance, in Superstition, the amount included by the Company for the cost of

equity was $253,152 providing a total working cash requirement of $172,162. Therefore,

without the cost of equity component, the Superstition system would have reflected a

negative working cash requirement amount. Staffs elimination of the cost of equity

component and subsequent subtraction of the $253,152 of cost of equity cash resulted in a

Staff recommended Superstition Working Cash Requirement of $(80,990). The effect on

other systems, though much smaller, is significant and, in most cases, results in a negative

cash requirement for that district.
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In aggregate, the elimination of the cost of equity component resulted in a reduction of the

Colnpany's $556,419 Working Cash Requirement figure by $7'76,727, to a total of

($220,308)

5 Q What does Staff recommend for Working Capital?

Staff recommends that $776,727 be removed from the Working Capital account due to

Staffs exclusion of the cost of equity component from the 1ead~1ag study

9

10

Rate Base Adjustment No. 6 - Regulatory Asset/(Liability)

Did the Company propose an amount in the Net Regulatory Asset/(Liability)Q

account?

Yes. The Company filing included $43,803 for this account. The $43,803 balance is

composed of three individual items, an amortization of a regulatory liability in the Miami

system with a balance of $(532,000), an amortization of a regulatory asset in the Casa

Grande System with a balance of $128,606 and a Casa Grande increase in rate base to

reflect additional deferred Central Arizona Project M&I charges now used and useful

totaling $447,197. As shown on Company adjustment JMR-2, the combination of the two

amortizations (negative $532,000 and positive $l28,606) results in a Company proposed

amortization balance of negative $403,394. The overall regulatory asset/(liability)

account balance of $43,803 is a combination of the negative $403,394 reflected in

Company adjustment JMR-2 and the addition of $447,197 in Casa Grande deferred CAP

M&I charges reflected in Company adjustment JMR-3

24 Q Does Staff agree with the Company proposed amount of $43,803?

No. Staff" s review indicates that an entry error has occurred which resulted in an incorrect

2006 amortization on the Casa Grande regulatory asset (as outlined in JMR-2). The 2006
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1

2

3

amortization amount of $7,145 bears a positive classification when it should bear a

negative classification. As a result of this typo, the calculation results in an overstated

Company proposed balance of $128,606.

4

5

6

Q- How did Staff address this issue?

7

8

9

10

11

Staff adjusted the 2006 amortization to reflect the same negative classification as the

2004, 2005 and 2006 amortization calculations. This reduced the amortized balance at

December 31, 2007 by a total of $14,290, from the Company proposed balance of

128,606to the Staff recommended balance of $114,317. As Staff outlined no adjustment

to the other to portions of the Net Regulatory Asset/(Liability) account, this $14,290

reduction represents the entire adjustment to this account.

12

13 Q- What is Staff recommending in the Regulatory Asset/(Liability) account?

14 Staff recommends the reduction of the Company proposed $43,803 by a total of $14,289,

to the Staff recommended balance of $29,514.15

16

17 Q.

18

Does this conclude your direct testimony regarding Staff's recommendation for

Arizona Water Company?

19

A.

A.

A. Yes, it does.
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Arizona Water Company - Full Consolidation of Filed (17) Systems
Schedule BKB-1

Company
Docket No. W-01445A-08-0440
Test Year December 31, 2007

RATE BASE - ORIGINAL cosT

[B]

$ $

[C]
STAFF

AS
ADJUSTED

338,669,794
68,841 , 184

269,828,610

LINE
NO,

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$
$
$

[A]
COMPANY

AS
FILED

344,143,636
71 ,352,953

272,790,683 $

STAFF
ADJUSTMENTS

(5,473,842)
(2,511 ,769)
(2,962,073) $

LESS;

$ (1 ,324,341) 41,318,534
7,450,363

33,868,17t

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

42,642,875
7,450,363

35,192,512 $ (1,324v341) $

7 Advances in Aid of Construction (AIAC) 72,608,333 72,608,330

8 Customer Deposits
658,380 658,380

g Deferred Income Tax Credits 19,165,001 19,165,004

ADD.-

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 1,876,007 1,099,282

13 Net Regulatory Asset/(Liability 43,803 29,514

17 Original Cost Rate Base $ 147,744,646 $

(776,725)

(14,289)

(3,087, 125) $ 144,657,521

References:
Column (A), Company Schedule B-1
Column [B]: Column [C] - Column [A]
Column [CL Staff Adjusted Total Cd. (RB SUM BKB-4)
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Arizona Water Company - Ajo Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Ajo

RATE BASE .. ORIGINAL COST

[B]

STAFF
ADJUSTMENTS

LINE
NO.

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $

$

[A]
COMPANY

AS
FILED
2,207,198

812,825
1,394,373 $

[C]
STAFF

AS
REF ADJUSTED

$ 2,207,198
812,825

1,394,373$

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

35

65,554
15,854
49,700 $ $

65,554
15,854
49,700

7 Advances in Aid of Construction (AIAC) 87,953 87,953

8 Customer Deposits 4,600 4,600

9 Deferred Income Tax Credits 155,237 155,237

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 22,208 (5,561) 16,647

13 Intentionally Left Blank

17 Original Cost Rate Base $ 1,123,691 $ (10,161) $ 1,113,530

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Ajo Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Ajo

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 _ CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 4,600

[C]
STAFF

RECOMMENDED
$ 4,600

References:
Col [A]: Company Schedeule C-1
Col [B]; BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Ajo Water System
Docket No. w-01445A-08-0440
Test Year December 31. 2007

Schedule BKB-7

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
NO

ACCT
NO DESCRIPTION

Working Capital

COMPANY
PROPOSED
$ 22,208

STAFF
ADJUSTMENTS
$ (5,561 )

STAFF
RECOMMENDED
$ 16.647

References
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Bisbee System
Doeket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Bisbee

RATE BASE - ORIGINAL COST

[B]

LINE
n o .

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $

STAFF
ADJUSTMENTS

(704)
(746)

42$

[A]
COMPANY

AS
FILED
10,314,658
4,218,432
6,096,226 $

[C]
STAFF

AS
REF ADJUSTED

$ 10,313,954
4,217,686
6,096,268$

LESS!

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

$

452,659
106,681
345,978 $ $

452,659
106,681
345,978

7 Advances in Aid of Construction (AIAC) 258,981 258,981

8 Customer Deposits 17,600 17,600

9 Deferred Income Tax Credits 954,417 954,417

ADD:

10 Unamortized Finance Charges

11 Defen'ed Tax Assets

12 Working Capital 124,134 (24,064) 100,070

13 intentionally Left Blank

17 Original Cost Rate Base $ 4,660,984 $ (41,522) $ 4,619,362

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] .. Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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I

Arizona Water Company - Bisbee System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3
Bisbee

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT,
n o .
397

DESCRIPTION
Communications Equipment

[A]
COMPANY
PROPOSED
$ 281 ,380

[B]
STAFF

ADJUSTMENTS
$ (704)

[C]
STAFF

RECOMMENDED
$ 280,676

Plant Not Used and Useful - Communications Equipment

LINE
n o .

1

2
3
4
5
6
7
8
g

AWC Location l Description
Black Gap Repeater Stat. / Metal Bldg
Total

Cost Basis
$704.00
$704.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Bisbee System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Bisbee

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
no.
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 4,218,432

[B]
STAFF

ADJUSTMENTS
$ (746)

[C]
STAFF

RECOMMENDED
$ 4,217,686

LINE
n o .

1

2
3
4

5
6
7
8
9

1 0

Accumulated Depreciation Associated With Plant Not Used and Useful - Communications Equipment

AWC Location I Description
Black Gap Repeater Stat. / Metal Bldg
Total

Accumulated
Depreciation

$746.05
$746.06

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]

I
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Arizona Water Company - Bisbee System
Docket No. w-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Bisbee

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 17,600

[C]
STAFF

RECOMMENDED
$ 17,600

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Bisbee System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Bisbee

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 . WORKING CAPITAL

LINE

NO,
1

ACCT.
no .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 124,134

[B]
STAFF

ADJUSTMENTS
$ (24,064)

[C]
STAFF

RECOMMENDED
$ 100,070

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Casa Grande

RATE BASE - ORIGINAL COST

[B]

LINE
n o . DESCRIPTION

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENTS REF

[C]
STAFF

AS
ADJUSTED

1
2
3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$$ 104,521 ,097
17,639,046
86,882,051$ $

(1 ,056.318)
(812,36Q)
(243,949)

$ 103,464,779
16,826,677
86,638,102$

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

35

14,050,085
2,242,757

11 ,807,328 $ $

14,050,085
2,242,757

11,807,328

7 Advances in Aid of Construction (AIAC) 29,671,663 29,671,663

8 Customer Deposits 252,738 252,738

9 Deferred Income Tax Credits 5,088,308 5,088,308

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 383,959 (208,846) 175,113

13 Net Regulatory Asset/(Liability) 575,803 561,514

17 Original Cost Rate Base $ 41,274,515 $

(14,289)

(719,823) $ 40,554,691

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3
Casa Grande

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 l NOT USED & USEFUL PLANT

ACCT.
n o .
314

DESCRiPTION
Wells

[A]
COMPANY
PROPOSED
$ 5,670,264

IB]
STAFF

ADJUSTMENTS
$ (1 ,056,318)

[C]
STAFF

RECOMMENDED
$ 4,613,946

Calculation of Plant Not Used and Useful - Wells

LINE
n o .

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2
1 3
14
1 5

AWC Well ID
Well # 34
Well # g
Inactive
Inactive
Inactive
Inactive
Total

AWR Well ID
55-616588
55-616594
55-616583
55-506809
55-616597
55-616602

$

$

Cost Basis
22,742

136,862
115,205
159,393
248,844
373,272

1,056,318

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



n

\

Arizona Water Company - Casa Grande Water System
Docket No. w-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Casa Grande

ORIGINAL COST RATE BASE ADJUSTMENT no. z - ACCUMULATED DEPRECIATION

ACCT.
n o .
n/a

DESCRIPTION
Accumulated Depreciation
Total

[A]
COMPANY
PROPOSED

$ 17,639,046
17,639,046

[B]
STAFF

ADJUSTMENTS
$ (812,369)

(812,369)

[Q]
STAFF

RECOMMENDED
$ 16,826,677

16,826,677

Accumulated Depreciation AssociatedWith Plant Not Used & Useful - Wells

AWR Well ID
55-616588
55-616594
55-616583
55-506809
55-616597
55-616602

Acc um Depr
$

LINE
n o .

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2
13
1 4

AWC Well ID
Well # 34
Well # 9
Inactive
Inactive
Inactive
Inactive
Total $

22,923
173,397
101,202
135,923
167,037
211 ,888
812,369

References:
Col [A]; Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



*
.I

Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Casa Grande

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE
n o .

1

ACCT,
n o . DESCRIPTION

Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 252,738

[C]
STAFF

RECOMMENDED
33 252,738

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Casa Grande

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
NO.

1

ACCT.
n o .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 383,959

[B]
STAFF

ADJUSTMENTS
$ (208,846)

[C]
STAFF

RECOMMENDED
$ 175,113

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]; Col. [A] + Col. [B]
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Arizona Water Company - Casa Grande Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-8
Casa Grande

ORIGINAL cosT RATE BASE ADJUSTMENT no. 6 - REGULATORY ASSET

LINE
n o .

ACCT.
no.
n/a

DESCRIPTION
Regulatory Asset (Liability)

[A]
COMPANY
PROPOSED

$ 575,803

[8]
STAFF

ADJUSTMENTS
$ (14,289)

[C]
STAFF

RECOMMENDED
$ 561,514

Staff's Recalculation of Balance of Regulatory Assets

Description
Amortization Period (Years)

Staff
Calculation

20

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

$ 142,896Balance - Per Decision No. 68302
2002 Amortization
2003 Amortization
2004 Amortization
2005 Amortization
2006 Amortization
2007 Amortization
Balance of Regulatory Assets - 12/31/07
Company Proposed Balance of Regulatory Asset
Staff Adjustment $

(7,145)
(7,145)
(7,145)
(7,145)

114,317
128,606
(14,289)

References:
Col [A]: Company Schedeule B-1, Reiker Adjustment JMR-2
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Coolidge Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Coolidge

RATE BASE . ORIGINAL COST

STAFF

no.
$ $

REF ADJUSTED
$ 16,203,815

3.160.930
13,042,885

2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

COMPANY
AS

FILED
17,060,139

3.207.118
13,853,021 $

STAFF
ADJUSTMENTS

(856,324)
(46.188)

(810,136) $

4
5

$ $ (839,736) $ 704.961
145.424
559.537

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

1,544,697
145.424

1,399,273 $ (839,736) $

Advances in Aid of Construction (AIAC) 7.214.952 7.214.952

8 Customer Deposits 69.105 69.105

9 Deferred Income Tax Credits 1 .00Q.Q96 1 .009_996

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 89.405 (22,287) 67.118

13 Intentionally Left Blank

17 Original Cost Rate Base $ 4,318,205 (61,792) S 4,256,413

References
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col, (RB SUM BKB-2)
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Arizona Water Company - Coolidge Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3
Coolidge

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 2,048,774

[B]
STAFF

ADJUSTMENTS
$ (856,324)

[C]
STAFF

RECOMMENDED
$ 1,192,450

LINE
n o .

1
2
3
4
5
6
7
8

Calculation of Plant Not Used and
AWC Well ID AWR Well ID
Well No. 1 55-616686
Well No. 11 55-210293
Total

Useful
Cost Basis
$ 16,588
$ 839,736
$ 856,324

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Coolidge Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Coolidge

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
n o .
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 3,207,118

[B]
STAFF

ADJUSTMENTS
33 (46,188)

[C]
STAFF

RECOMMENDED
$ 3,160,930

LINE
n o .

1

2
3
4
5
6
7
8
9

Accumulated Depreciation Associated With Wells Not Used 81 Useful
AWC Well ID AWR Weil ID Acc um. Depr.
Well No. 1 55-616686 $ 33,045.78
Well No. 11 55-210293 13,141.87
Total 46,187.65$

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Com party - Coolidge Water System
Docket No. W-01445A-08-0440
Test Year December 31. 2007

Schedule BKB-5
Coolidge

ORIGINAL COST RATE BASE ADJUSTM ENT no. 3 - CONTRIBUTION IN AID OF CONSTRUCTION ("CIAC")

ACCT.
n o .
n/a

[B]
STAFF

ADJUSTMENTS
$ (839,736)

[C]
STAFF

RECOMMENDED
s 704,961

145,424
559,537

DESCRIPTION
Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization
Net CIAC

[A]
COMPANY
PROPOSED
$ 1,544,697

145,424
$ 1,399,273 $ (839,736) $

CIAC Associated With Wells Not Used & Useful

LINE
n o .

1
2
3
4
5
6
7
8
g
10

AWC Well ID
Well No. 11
Total

AWR Well ID
55-210293

CIAC
839,736
839,736

References:
Col [A]: Company Schedule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Coolidge Water System
Docket No. W-01445A~08-0440
Test Year December 31, 2007

Schedule BKB-6
Coolidge

ORIGINAL COST RATE BASE ADJUSTMENT # 4 - CUSTOMER DEPOSITS

LINE
no .
1

ACCT.
no.

la
DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 69,105

[C]
STAFF

RECOMMENDED
$ 69,105

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]

I I III
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Arizona Water Company - Coolidge Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Coolidge

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 89,405

[B]
STAFF

ADJUSTMENTS
$ (22,287)

[C]
STAFF

RECOMMENDED
$ 67,118

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Lakeside Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Lakeside

RATE BASE - ORIGINAL COST

[B]

$ $

LINE
n o .

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

[A]
COMPANY

AS
FILED

16,044,619
4,088,030

11,956,589 $

STAFF
ADJUSTMENTS

(313,824)
(207,265)
(106,559)

[C]
STAFF

AS
REF ADJUSTED

$ 15,730,795
3,880,765

11,850,030$

LESS!

$ 35 $4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

1 ,691 ,940
370,501

1,321,439 $ $

1,691 ,940
370,501

1 ,321 ,439

7 Advances in Aid of Construction (AIAC) 2,366,968 2,366,968

8 Customer Deposits 8,300 8,300

g Deferred Income Tax Credits 1,188,230 1,188,230

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

to Working Capital 89,266 (35,290) 53,976

13

17

intentionally Left Blank

Original Cost Rate Base $ 7,169,218 $ (150449) $ 7,019,069

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)



i iv
8
2
8G)
no

n<rlnLor~d>
ah cb ub ab cé mx x x x x xm m m m m m

1:
.Q
•

1:
0
ca
o

a

A g
' 5

88
o

§8
38

f  c *83 8
8

8-

8 § 5 u § §

at
o F N cf: q LD (D

I\I\IIII\l\ l l

*

8,go:.'_3
U18

<

3

Q:

E

E

Q

-'>
a

l"-
as

LD
:gt
-1a<

KG
we
' 1
a
<(

<ras
'°:
D
<

-.v
a
<(

nHz

N4:
->a
<

on

o
~=r

ob

ea

he

ea

ea

ea

I I | I I I I I I I l I I a I I I

1 I t I I I | I I I I \ I

I I I I I I I | I I

r I I I I I I I I I I | I I I I I | | I

I I I I I I I I I \ I I l I I I r

r- cm to
N IO CO
I*: ®_ Q
* O W

N 1-
N

I- <f> |*- an
co  i D  v  u -

I I"- as I- we |
r-  r- .  O ID

v- ID
f  Q

1- N

no

9
on
l10_
gr)
v '
( 9\...r

I i I I I [ l | I | I a I | I | I | | I I I |

| I | I I I I I I I I | l I | | I

r~.r~.ooof>ncocoof>v>u>u>r-s'>:~.r-omeouac>¢w>=-mr>£o81-wo>mc¢>1-a-co4omomM Q W O @ v t * > Q Q t * ) * O ® I ~ £ D G r Q
v-n¢f>1-canolnov-< :¢ooo¢f>n Q1.0¢m w m m v t o o I~.- Q Nnos: l.D(f)(D l ' | - t-

(D N

I I | I I | I I I I I I | l | I

I I I I | I I I I I I | I I I

I ¢ | I I I l I I I I I l

| I | | l I I

1 I I

m
G)

| vo
o
cm
I"--
101-

ah

en

he

£8

he

he

Ia

Cr
ml

_
ea
1 -
8

1

I I

I I

l I

I |

I I

I I

I e

I I

I I

I I

I I

If) ID
U) (D
r-- I*
o  o
au m

9
10 ¢'>
1-

so

ea

4.9

en

HE

9;

£6

,i
-Er
Nw l I
ro1-
av

I I I I

1 | | l

I I l I

| r I I

IO
co
N
r-
o
£ 1

o
<0e 0.
o
m
as
1-
1r-

LD
w

- cy
r -
o
N

he

ea

an

ea

as

he

69

W
N
Q
no

(")

ea

as Lm ~.r_ cm <6 N

to
v"_

vo:-omooco

a>r-nl<o
<Q¢'><'1<'z

en

4,9

ea

ea

69

ea

I I I I

I I I 1 I I

\ I I I I I

I I I I I I

l I I | I I

he

GO

en

vo

et

ea

oo
"2of

ID
r-I I  m

et:
ID

| I | \ 1

I | | I

I I I l I

l I I

<404| I | u m
cf:1-
Q

o
U)

* N
ID
gr)-.r

m
no

° Q
ea

_

| " " .

osoI  N
IDso

10
go

-  N
1~.-
o
N

an

<44

as

an

ea

oo
Qto

HE

4A

5;
8fr

an Ia et ea so an

' E

8 8
3 .

H z :
95 ea

<1 I
omN
Iano1-

(D
wI I  N

ea
to

r- U) of
N l.r> co

|  t o  w .  Q
v "  O  W

(N 1-
N

1- W I*-- 9
CD m W T'

I m cm 1' v
ID r-- o to
C) 1- (D

- Q
1" N
*'i

v o :

m
i n
'Q
¢ o
m
M ..

O 1" C) W4 a ea o
Q :Q q; Q Iv' Q 1- 9ca r- 01 (Ono co n Eu
1- r- N 1'-

go
1 -
4
cm
no

P-

QQ
.-<33.81

Q i n0<

l"--l-@(*)(\ID@(")(*>LD(*)l"- ('>l*-I"-DQ¢(") O)
o> ¢u>-u">too--l.oo>eonf - l--coq ou>ao 1-

' ® Q W D M F O M Q @ ® F O 8 _® Q_ '
g-gqgqq-@mlg}Q1-q g @gr)(\l w a v q

1-

G)  o
1 - Sf)
'QQ
1 e a
-we Q
o _  o _

( D <1 *_
_

so 69 an an an ea
he

E
g 8 g !

E -J s

I i' E N 5 c
° 5E 5 8 8 9w e : E n2 Q t c

w

6
5
8 o

z
SO| -
.C
nr
O
U)LLI
a

3 4-v .Qm
2 o .Ra
.Q o3' 0 as

=8EE
-Et

cg
§§Ea
88

c
.Q
'EE
2
<

'EE

>8
,_so

4 . 0

88
8:

2

N
ch
3c
g3 ¢/)
_88 c

.9 8
0) o
m o

E u r
M

F
8 8
4

E EE .e 8
£s 8

5 "€. z §§i§ 5§§E6E33§§8
8 8 93 §§§ ; ;¥ ,§ ,a§§£§" ss§:.E€%E%% §:_§%s§§%§;;

4838888 §8§££&E83s=¢s%%§%88%2l88§
Q 8"§*nn . §§§2¢!"§ 18292258 i§88£s§£s§3m8£££s£s§8§§688s£§5§8§3"
z

8§§§3§§§§§§§§§§§§83833§§§§§§33§§§
5

§§82l2366366

.8 3
.9a 8
3  8o GJ9- ...J

:-Ea
lm:
838

§='.,§,2-»
vs§§
=l-=

E
8
'sz

E

g `E

go 8 8
0 . § 8 o

'8"°4E3!3§§8
2 Q-:,,09 § g " 0 2

833388
883 893

3
8 9 '
'8 i i
9 $8838

8 U ' I.gE8§s
§88°s€

D O § ! O

Gs$8
*sf
-3:
_g
' * 8
6 9

=s
E T c

s°"<83

an| -zLu
s»-vo
'wD
<
w
<m
DJ
I-
<m

g
o
. J
<
E
Q
no
o
u .
o
>-
M
<
E
2
D
w

EI

2 0
3 2

wr car-nocnca c\lo°>~1u>r.ol-uoo>o*C\l(")'¢lOtUI*CDClC3,_(ll(Gt~lN1-v-1*vC\l(\I(\lC\lC\IC\lt\J(\lC\l(\lC'7 m m v m m h m m o v m m v m m w a o m m w m m mm m m m m m m m m ¢ ¢ v ¢ w ¢ ¢ ¢ v ¢ m m m m m m m m m

i

3



*
I

Arizona Water Com party - Lakeside Water System

Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3

Lakeside

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
NO.
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 1,495,561

[B]
STAFF

ADJUSTMENTS
$ (313,824)

[C]
STAFF

RECOMMENDED
$ 1481137

Calculation of Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8

AWC Well ID
Well No. t
Total

AWR Well ID
55-616581 $

$

Cost Basis
313,824.00
313,824.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Lakeside Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Lakeside

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
n o .
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 4,088,030

[B]
STAFF

ADJUSTMENTS
$ (207,265)

[C]
STAFF

RECOMMENDED
$ 3,880,765

Accumulated Depreciation Associated With Wells Not Used & Useful

AW C W ell lD AW R well ID
55-616581

Acc um Depr
$ 207,265
$ 207,265

LINE
NO.

1

2
3
4
5
6
7

Well # 1
Total

References:
Col [A]: Company Schedeule C-1
Col [B]; BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Lakeside Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Lakeside

ORIGINAL cosT RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
NO.
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 8,300

[C]
STAFF

RECOMMENDED
$ 8,300

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Lakeside Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Lakeside

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE

NO.
1

ACCT.
NO.
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 89,266

[B]
STAFF

ADJUSTMENTS
$ (35,290)

[C]
STAFF

RECOMMENDED
$ 53,976

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Com party - Miami Water System
Docket No. W -01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Miami

RATE BASE - ORIGINAL COST

[B]

S $

LiNE
n o .

1
2
3

DESCRIPTiON
Plant in Service
Less: Accumulated Depreciation
Net Piano in Service $

[A]
COMPANY

AS
FILED
12,301 ,960

2,957,804
9,344,156 $

STAFF
ADJUSTMENTS

(279,237)
(76,321 )

(202,916)

[C]
STAFF

AS
REF ADJUSTED

$ 12,022,723
2,881 ,483
9, 141 ,240$

LESS:

$ $ $ 324,169
62,181

261,988

4
5
6

Contributions in Aid of Construction (CIAC)
Less; Accumulated Amortization

Net CIAO $

324,169
62,181

261,988 S $

Advances in Aid of Construction (AIAC) 12,005 12,005
7

8 Customer Deposits
31,336 31,336

Deferred Income Tax Credits 954,417 954,417
Q

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 W orking Capital 79,865 (38,320) 41,545

13 Net Regulatory Assetl(Liability)
(532,000)

17 Original Cost Rate Base 35

(532,000)

7,663,4311 $ (272,572) $ 7,391 ,039

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Miami Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3A
Miami

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 . NOT USED & USEFUL PLANT

ACCT.
n o .
314

DESCRIPTION
Wells

[Al
COMPANY
PROPOSED

$ 2,446,829

[B]
STAFF

ADJUSTMENTS
$ (77,542)

[C]
STAFF

RECOMMENDED
$ 2,369,287

Calculation of Plant Not Used and Useful - Wells

LiNE
n o .

1
2
3
4
5
6
7
8
9

AWC Well lD
Well # 23
Total

AWR Well ID
55-528263

Cost Basis
$77,542. 18
$77,542.18

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col, [A] + Col. [B]



w
*

Arizona Water Company - Miami Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3B
Miami

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 Lu NOT USED & USEFUL PLANT

ACCT.
no.
325

DESCRIPTION
Electric Pumping Equipment

[A]
COMPANY
PROPOSED
$ 1,534,460

[B]
STAFF

ADJUSTMENTS
$ (201595)

[C]
STAFF

RECOMMENDED
$ 1,332,765

Plant Not Used and Useful - Electric Pumping Equipment

LINE
n o .

1

2
3
4
5
6
7
8
9

AWC Location l Description
Brandy Heights Weil #17/ Booster Pumps
Total

Cost Basis
$201 ,695.00
$201 ,695.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Miami Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Miami

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
NO.
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 2,957,804

[B]
STAFF

ADJUSTMENTS
$ (75,321)

[C]
STAFF

RECOMMENDED
$ 2,881 ,488

Accumulated Depreciation Associated with Plant Not Used
and Useful - Water Treatment Structures and Improvements

LINE
n o .

1
2
3
4
5
6
7
8
9
10
11
12

AWC Well ID
Well #23
Bandy Heights Well #17 Booster Pump

AWR Well ID
55-528263

Acc um. Depr.
34,812.56
41 ,508.83

$76,321 .39

References:

Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Miami Water System
Docket No. w-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Miami

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 _ CUSTOMER'S DEPOSIT

LINE

NO.
1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 31 ,336

[C]
STAFF

RECOMMENDED
$ 31,336

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Miami Water System
Docket No. W~01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Miami

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE

n o .
1

ACCT.
no.
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 79,865

[B]
STAFF

ADJUSTMENTS
35 (38,320)

[C]
STAFF

RECOMMENDED
$ 41 ,545

References:
Col [A]: Company Schedeule c-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Oracle Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Oracle

RATE BASE - ORIGINAL COST

[B]

STAFF
ADJUSTMENTS

$ $

LINE
n o .

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

[A]
COMPANY

AS
FILED
6,084,930
2,307,793
3,77/,137 $

[C]
STAFF

AS
REF ADJUSTED

$ 6,084,930
2,307,793
3,777,137$

LESS:

Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $4
5
6 $

623,732
93,964

529,768 $ $

623,732
93,964

529,768

7 Advances in Aid of Construction (AIAC) 432 v749 432,749

8 Customer Deposits 7,460 7,460

9 Deferred Income Tax Credits 436,962 436,962

ADD.-

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 34,574 (12,491 ) 22,083

13 intentionally Left Blank

17 Original CostRate Base $ 2,412,232 $ (19,951) S 2,392,281

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] Column [A]
Column [Cl Staff Adjusted Total Col. (RB SUM BKB-2)

in
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Arizona Water Company - Oracle Water System
Docket No.W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Oracle

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 l CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .

la
DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ ..

[B]
STAFF

ADJUSTMENTS
$ 7,460

[C]
STAFF

RECOMMENDED
$ 7,460

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Oracle Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Oracle

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 . WORKING CAPITAL

LINE
n o .

1

ACCT.
NO.
n/a

DESCRiPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 34,574

[B]
STAFF

ADJUSTMENTS
$ (12,491 )

[C]
STAFF

RECOMMENDED
$ 22,083

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]

a



Arizona Water Com party - Overgaard Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Overgaard

RATE BASE . ORIGINAL COST

STAFF
STAFF

ADJUSTMENTS

$ $

REF ADJUSTED
$ 10,905,405

3.542.894
7,362,511

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

COMPANY
AS

FILED
10,905,405
3.542.894
7,362,511 $ $

$ $ $ 2,543,592
513.170

1 .Q30.422

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

2,543,592
613.170

1 ,930,422 S $

Advances in Aid of Construction (AIAC) 1 .420.6Q5 1 .420.6Q5

Customer Deposits

Deferred Income Tax Credits 764.684 764.684

Unamortized Finance Charges

Deferred Tax Assets

Working Capital

intentionally Left Blank

QS .873 (16,555) 75.318

Original Cost Rate Base $ 3,338,584 (23,490) $ 3,315,094

References
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Overgaard Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Overgaard

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSIT

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 6,935

[C]
STAFF

RECOMMENDED
$ 6,935

References:
Col [A]: Company Schedule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Overgaard Water System
Docket No. w-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Overgaard

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
n o .

1

ACCT.
n o .

la
DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 91873

[B]
STAFF

ADJUSTMENTS
$ (16,555)

[C]
STAFF

RECOMMENDED
$ 75,318

References:
Col [A]: Company Schedule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Com party - Pinewood Water System
Docket No. W -01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Pinewood

RATE BASE -| ORIGINAL COST

(Bl [C]
STAFF

AS
ADJUSTED

LINE
n o . DESCRIPTION

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENTS REF

1
2
3

$ $ $Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

5,454,969
2,849,271
3,105,698 $

(54,065)
(11,865)
(42,200) $

5,400,903
2,337,406
3,063,497

LESS:

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

$

783,751
296,411
487,340 $ $

783,751
296,411
487,340

7 Advances in Aid of Construction (AIAC) 249,075 249,075

8 Customer Deposits 4,sso 4,330

9 Deferred ! income Tax Credits 565,368 565,368

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capita! 78,921 (8,943) 69,978

13 intentionally Left Blank

17 Original Cost Rate Base $ 1,882,836 $ (55,473) $ 1 ,827,362

Referencesi
Column (A), Company Schedule B~1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Pinewood Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 A
Pinewood

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 u NOT USED & USEFUL PLANT

ACCT,
n o .
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 1,045,728

IB]
STAFF

ADJUSTMENTS
$ (13,512)

[Cl
STAFF

RECOMMENDED
$ 1,033,216

Calculation of Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8
g

AWC Well ID
Inactive
Total

AWR well ID
55-616650

Cost Basis
13,512.30
13,512,30

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Co! [C]: Col. [A] + Col. [B]
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Arizona Water Company - Pinewood Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3 B
Pinewood

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

LINE
no .

1
2
3
4
5
6
7

ACCT,
NO.
325

DESCRIPTION
Electric Pumping Equipment

[A]
COMPANY
PROPOSED
$ 431 .538

[B]
STAFF

ADJUSTMENTS
$ (40,553)

[C]
STAFF

RECOMMENDED
$ 390,985

Post Test Year Plant Not Used and Useful - ElectriC Pumping Equipment
WA-1-4308 Electrical Panel / Well 10 - Not in Service
Total

Cost Basis
$40,553
$40,553

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Pinewood Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Pinewood

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
n o .

la
DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

35 2,349,271

[B]
STAFF

ADJUSTMENTS
$ (11 ,8e5)

[C]
STAFF

RECOMMENDED
$ 2,337,406

Accumulated Depreciation Associated With Plant Not Used and Useful - Wells and Electric Panel

AWC Well ID
Inactive

AWR Well ID
55-616650

Acc um Depr
10,674

LINE
n o .

1
2
3
4
5
6
7
8
g
10
11
12
13
14

Post Test Year Plant
WA-1-4308 - Electrical Panel Well 10 .. Not in Service 1,191

Total Accumulated Depreciation Adjustment $11,865

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Pinewood Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Pinewood

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER'S DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 4,330

[C]
STAFF

RECOMMENDED
$ 4,330

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Pinewood Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Pinewood

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
no.
1

ACCT.
no .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 78,921

[B]
STAFF

ADJUSTMENTS
$ (8,943)

[C]
STAFF

RECOMMENDED
$ 69,978

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Rim rock Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Rim rock

RATE BASE - ORIGINAL COST

[B] [C]
STAFF

AS
ADJUSTED

LINE
no. DESCRIPTION

[A]
COM PANY

AS
FILED

STAFF
ADJUSTMENTS REF

$ $ $ 4,880,730
1,044,106
3,836,623

1
2
3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

4,942,827
1,104,418
3,838,409 $

(62,097)
(60,312)

(1 ,785) $

LESS:

$ $ $4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

260,411
69,153

191,258 $ $

260,411
69,153

191,258

7 Advances in Aid of Construction (AIAC) 1 ,080,835 1,080,835

8 Customer Deposits 7,050 7,050

9 Deferred Income Tax Credits 283,642 283,642

ADD.-

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 55,331 (12,183) 43,148

13 Intentionally Left Blank

17 Original Cost Rate Base $ 2,338,005 $ (21,018) S 2,316,986

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)

In
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Arizona Water Company - Rimrock Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3
Rimrock

ORIGINAL cosT RATE BASE ADJUSTMENT no. 1 . NOT USED & USEFUL PLANT

ACCT.
n o .
314

DESCRIPTION
WellS

[A]
COMPANY
PROPOSED
$ 570,245

[B]
STAFF

ADJUSTMENTS
$ (62,097)

[C]
STAFF

RECOMMENDED
$ 508,148

LINE
n o .

1
2
3
4
5
6
7
8
9

AWC Well ID
MHZ
Total

Calculation of Plant Not Used and Useful - Wells
AWR Well ID
55-803289

Cost Basis
$62,097.00
$62,097.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Rim rock Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Rim rock

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
NO.
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 1,104,418

[B]
STAFF

ADJUSTMENTS
$ (60,312)

[C]
STAFF

RECOMMENDED
$ 1,044,1 oh

LINE
NO.

1

2
3
4
5
6
7
8

Accumulated Depreciation Associated W ith Wells Not Used & Useful
AWC Well ID AWR Well ID Acc um Dear
MH1 55-803289 $60,311 .71
Total $60311 .71

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Rimrock Water System
Docket No. W~01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Rim rock

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 . CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCR\PTlON
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 7,050

[C]
STAFF

RECOMMENDED
$ 7,050

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Rimrock Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Rimrock

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
n o .

1

ACCT.
no.
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 55,331

[B]
STAFF

ADJUSTMENTS
$ (12,183)

[C]
STAFF

RECOMMENDED
$ 43,148

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Sedona Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Sedona

RATE BASE - ORIGINAL COST

[B]

LINE
n o . DESCRIPTION

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENTS REF

[C]
STAFF

AS
ADJUSTED

$ $ $1
2
3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

34,324,616
6,146,140

28,178,476 39

(1,818,878)
(933,265)
(885,613) $

32,505,738
5,212,875

27,292,863

LESS!

$ $ S J4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

6,396,542
1,279,254
5,117,288 $ $

6,396,542
1,279,254
5,117,288

7 Advances in Aid of Construction (AIAC) 3,651,412 3,651,412

8 Customer Deposits 18,576 18,576

Q Deferred Income Tax Credits 1,619,443 1,619,443

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 228,197 (86,404) 141 v793

13 intentionally Left Blank
)

17 Original Cost Rate Base $ 18,018,530 $ (990,593) $ 17,027,937

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Sedona Water System
Docket No. W -01445A-08-0-40
Test Year December it, 2007

Schedule BKB-3 A
Sedona

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 5,334,869

[B]
STAFF

ADJUSTMENTS
$ (1,812,117)

[C]
STAFF

RECOMMENDED
$ 3,522,752

Calculation of Plant Not Used and Useful

AWC Well ID
Inactive
Inactive
Well # 6
VV Well #1
SU

Total

AWR Well ID
55-516201
55-616660
55-616662
55-616672
55-632272

Cost Basis
973,264.00

45,969.00
103,222.00
184,328.00

78,804.00
$1 ,385,587

Valley Vista
Sunup Wellsite - 8'x12' Block Bldg
Sunup Wellsite .. Automatic Controls
Sunup Wellsite - Fence

469.00
555.00

11,689.00
$12,713

Post Test Year Plant
WA-1-4011 - Carroll Canyon Well $413,817

LINE
n o .

1

2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25 Total $1,812,117

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Sedona Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 B
Sedona

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
325

DESCRIPTION
Electric Pumping Equipment

[A]
COMPANY
PROPOSED
$ 2,191,875

[B]
STAFF

ADJUSTMENTS
$ (6,761 >

[C]
STAFF

RECOMMENDED
$ 2,184,914

LINE
NO.

1
2
3
4
5
6
7
8

Not Used and Useful Plant

AWC Location / Description
Sunup Well Site /5 HP Pump/Panel
Total

Cost Basis
$6,761 .of
$6.761 .00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Sedona Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Sedona

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
n o .
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 6,146,140

[B]
STAFF

ADJUSTMENTS
$ (933,265)

[C]
STAFF

RECOMMENDED
S 5,212,875

Accumulated Depreciation Associated with Plant Not Used and Useful

AWC Well ID
Inactive
Inactive
Well # 6
w Well #1
SU

Total

AWR Well \D
55-516201
55-616660
55-616662
55-616672
55-632272

Acc um Depreciation
441 ,131 .91

56,553.36
153,723.36
159,932.19
111,235.79
922,576.61

Valley Vista
Sunup Well Site - 5 HP Pump / Panel
Sunup Well Site - 8'x12' Block Bldg
Sunup Well Site - Automatic Controls
Sunup Well Site - Fence

Total

2,889.31
309.75
639.67

5,600.78
9,439.51

Post Test Year Plant
WA-1-4011 - Carroll Canyon Well $1 ,249

LINE
n o .

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26 Total 933,265.t2

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Sedona Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-B
Sedona

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[5]
STAFF

ADJUSTMENTS
$ 18,576

[C]
STAFF

RECOMMENDED
$ 18,576

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Sedona Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-7
Sedona

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
n o .

1

ACCT,
NO.
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 228,197

[B]
STAFF

ADJUSTMENTS
$ (86,404)

[C]
STAFF

RECOMMENDED
$ 141,793

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



1 1

Arizona Water Com party - San Manuel System
Docket No. W~01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
San Manuel

RATE BASE - ORIGINAL COST

[B]

LINE
n o . DESCRIPTION

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENTS REF

[C]
STAFF

AS
ADJUSTED

1
2
3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ $ $

$

4,122,476
997,040

3,125,436 $ $

4,122,476
997,040

3,125,436

LESS:

4
5
6

Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

$

742,146
7,5o5

734,641 $ (0) $

742,146
7,505

734,641

7 Advances in Aid of Construction (AIAC) 73,164 73,164

8 Customer Deposits 5,425 5,425

9 Deferred Income Tax Credits 321 ,Q72 321 ,972

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 39,551 (10,302) 29,249

13 Intentionally Left Blank

17 Original Cost Rate Base $ 2,035,209 $ (15,727) $ 2,019,483

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)

in
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Arizona Water Company - San Manuel System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
San Manuel

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 n CUSTOMER DEPOSIT

LINE
n o .

1

ACCT.
NO.
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 5,425

[C]
STAFF

RECOMMENDED
$ 5,425

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - San Manuel System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
San Manuel

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
NO,

1

ACCT.
n o .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 39,551

[B]
STAFF

ADJUSTMENTS
$ (10,302)

[C]
STAFF

RECOMMENDED
$ 29,249

References:
Col [A]; Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Sierra Vista System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Sierra Vista

RATE BASE - ORIGINAL COST

[B] [C]
STAFF

AS
ADJUSTEDLINE

n o . DESCRIPTiON

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENTS REF

$ $ $
1

2

8

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

7,396,345
2,113,607
5,282,738 $ $

7,396,345
2,113,607
5,282,738

LESS.'

$ $ $4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

1,089,317
226,089
863,228 $ $

1,089,317
226,089
863,228

7 Advances in Aid of Construction (AIAC) 1,453,186 1,453,186

8 Customer Deposits 15,925 15,925

g Deferred Income Tax Credits 494,457 494,457

ADD;

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 48,849 (12,848) 36,001

13

17

Intentionally Left Blank

Original Cost Rate Base $ 2,520,716 $ (28,773) $ 2,491,943

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Sierra Vista System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Sierra Vista

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED

$ _

[B]
STAFF

ADJUSTMENTS
$ 15,925

[C]
STAFF

RECOMMENDED
$ 15,925

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]

*- . -~-\
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Arizona Water Company - Sierra Vista System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Sierra Vista

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 48,849

[B]
STAFF

ADJUSTMENTS
$ (12,848)

[C]
STAFF

RECOMMENDED
$ 36,001

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Siarrfield

RATE BASE - ORIGINAL COST

[B]

s $

[C]
STAFF

AS
REF ADJUSTED

s 1,138,104
243,324
894,780

LINE
n o .

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

[A]
COM PANY

AS
FILED
11 180 I 745

260,401
920,344 $

STAFF
ADJUSTMENTS

(42,641)
(17,077)
(25,564) s

LESS:

$ $ $
4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

49,164
12,246
36,918 $ $

49,164
12,246
36,918

7 Advances in Aid of Construction (AIAC) 15,7t5 15,715

8 Customer Deposits
2,635 2,635

9 Deferred Income Tax Credits 51,746 51,748

ADD.-

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 7,625 (4,360) 3,265

13 intentionally Left Blank

17 Original Cost Rate Base $ 823,590 $ (32,559) $ 791,031

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3 A
Stanfield

ORIGINAL COSTRATE BASE ADJUSTMENTNO. 1 -NOT USED&USEFULPLANT

DESCRIPTION
Pumping Plant Structures & Improvements

[A]
COMPANY
PROPOSED
$ 2113

[B]
STAFF

ADJUSTMENTS
$ (2,500)

[C]
STAFF

RECOMMENDED
$ 213

Cauculation of Plant Not Used and Useful - Pumping Plant

AWC Location / Description
Table Top Well #3 / 6,000 gal Pres Tank
Total

Cost Basis
$2,500,00
$2,500.00

References:
Col [A]: Company Schedeule B~1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 B
Stanfield

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
332

DESCRIPTION
Water Treatment Equipment

[A]
COMPANY
PROPOSED
$ 26,006

[B]
STAFF

ADJUSTMENTS
$ (35,041)

[C]
STAFF

RECOMMENDED
$ (9,035)

Cauculation of Plant Not Used and Useful - Water Treatment Equipment

LINE
n o .

1
2
3
4
5
6
7
8

AWC Location / Description
Table Top Well #3 / Liquid Chlor. 8< Bldg
Total

Cost Basis
$35,041 .00
$35,041 .00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 c
Stanfield

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

LINE
n o .

1

ACCT.
n o .
342

DESCRIPTION
Storage Tanks

[A]
COMPANY
PROPOSED

$ 41 ,125.00

[B]
STAFF

ADJUSTMENTS
$ (5,100)

[C]
STAFF

RECOMMENDED
$ 36,025

Cauculation of Plant Not Used and Useful - Storage Tanks

2
3
4
5
6
7
8
9

AWC Location / Description
Table Top Well #3 / 16,000 gal Stor Tank
Total

Cost Basis
$5,100.00
$5,100.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31. 2007

Schedule BKB-4
Stanfield

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
no .
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 260,401

[B]
STAFF

ADJUSTMENTS
$ (17,077)

[C]
STAFF

RECOMMENDED
$ 243,324

Accumulated Depreciation Associated With Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8
9
10
11

AWC Location / Description
Table Top Well #3 / Liquid Chlor. 8< Bldg
Table Top well #3 I6,000 gal Pres Tank
Table Top Well #3 / 16,000 gal Stor Tank
Total

Acc um Depreciation
7,903.50
2,959.63
6,214.10

$17,077.23

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col, [B]
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Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
Stanfield

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSIT

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 2,635

[C]
STAFF

RECOMMENDED
$ 2,635

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Stanfield Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-7
Stanfield

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
no.
1

ACCT,
no .
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 7,625

[B]
STAFF

ADJUSTMENTS
$ (4,360)

[C]
STAFF

RECOMMENDED
$ 3,265

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Superstition

RATE BASE - ORIGINAL COST

[B]

LINE
n o .

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Piatt in Service

$ $

$

[A]
COMPANY

AS
FILED
93,590,431
17,724,938
75,865,493 $

STAFF
ADJUSTMENTS

(884,891)
(237,480)
(647.411 )

[C]
STAFF

AS
REF ADJUSTED

$ 92,705,540
17,487,458
75,218,082$

LESS:

4
5
6

Contributions in Aid of Construction (CIAO)
Less: Accumulated Amortization

Net CIAC

$ $ (484,606) $

$

10,888,555
1,733,417
9,155.138 (484,606) $

10,403,949
1,733,417
8,670,532

7 Advances in Aid of Construction (AIAC) 18,952,520 18,952,520

8 Customer Deposits 196,185 198,185

9 Deferred Income Tax Credits 4,779,751 4,779,751

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 W working Capital 446,461 (253,152) 193,309

13 Intentionally Left Blank

17 Original Cost Rate Base $ 43,424,545 $ (612,142) $ 42,B12,403

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)



bi
a>
8
2
3
as

no

r><tu>u>l~eo
d:n'Jmu5ml1':
x x x x x x
m m m m m m

c
.Q
D

1:
u
In
v
a

8>8§~2_.
go 883
31
8§a0§&

42
_I
O
4

v- N of: q ID co

JC
' o
3=8
a

f a§ :
QU)
5
D

8kr-
34%

v-
we<

p-1
:2.

8,

Q

§

-iO<

(D
=¢e

ID
Ru:
Wo
<

~=r4:
"J
a
<

o
<

n
41

Nat

v4<ra>oo(D4"Q£D*
u>l<olnlv§

coco
IF)

he

:neocon
1-¢DI-G5 'I.D*| Q

Ov-"=r\.r>
<f> 1"-Q
we l-~

w

ea

en

44;

ea

I i I I I I l I I I I I I I I I I I I I I I I

Ur

en

I I I I I I I I \ I I | I I | I I

ea

I I l I I I I I I I I \ i I I I I 1

r I | I I 1 r I I I I I I I I | \ I I \ l | I

I | I 1 I I I I I I I I

r-I h - 'n'6-$6 'r~ld66lri6 °6d6"§;8§g'.;3;§***'° 8 Q
o vb- PPM

* 1-

(9l0¥\l0(DQQ¢*)(Dv"( W(D¢l\E\II*-t*)C9 qaoaol~v>c4<rmo~¢or-c>oo>v>l-no\* 'm
IDq(D(¢)lf)l0 Q

c*> t1-1 (\|
on

I | | u I I I I I I I I I I I I I I I I I

| | I I I I I I I a I | I I I

I I \ I I | I I | | I I I l s \

| -  * 4_

I 1 I I 1 | I I I I

I I l I I I I I I I

| . | I |

I I

he

ea

ea

he

he

ea

ea

ea

ea

I I

I I

I I

I |

I t

I I

I I

I I

I I

I l

I I

I I

| I

I I

| l

I I

l I

o no
we ID
'Q 't
IO r~
o no
*i we_
N r-6) 1-

88

as

GO

ea

ef r

ea

| \ a |

an

I I I I

m

I | I \

he

n I I I

! I I I

I | . 1

I | | |

I I I I

N
w

' Q
w1

LO
r-.

en!

wit

en11

fell

all

af1

an

an

o>r~o~1o1.r>-
orwru0\nw-
¢f>u>oc\lu:>c»c:mr-Lr>o>r--'=I_¥*-_lDC)"'~
1-

he

we F no N ea Lf)r -

es

ea

ea

ea

ea

I I I I I I

he

r I I I

a s

ea

(O
O
(D
-4
Q
3 .

| | | |

I I r I I !

I I r | I I

If)
an1 4 | | 1- |
go
mv-

| l I I I I

(D
o

I co
-Cr
to
_8

6 6

an

an

so

ea

an

he

ea

94

r

I

l

| I | | |

I | I | I

I I I I I

\ | | | |

I | | | I

10
no| I I I

I I I I

1 | I

Q go
D oI (4) | "q
co (\|U) we
1- QN

eel

4-n
N N
no LO

| 1-

c o o>
ID ID
Q (\I

_Ia

~l

an

an

GB

ea

ea

vb

Ia

no
o>

991\

loo
'Q
eaQ

W

I

I

Q "1
D<

O
cm
*|_
r-
CO
$1

°l'ah-
<q
oz

en en an oat\ BE Q S wt\

371193 1;I"-. 1-\ I [ l I I I q r-. I | I I I I | | I I I I I I I
m w
"" W

,Ty
ID

I o
Q

6
o
I-D
- 1

3noI Q I
8

I | I I

8
1-
at
"-
a
<

gr)
ID
Qw-
o
8

1 -
O)

I no

W
cm

8

1 -
U I

_
v
s o

99 .

he he 49 lm

N 4 OJ o Q
<0 W v co *v © r- Cl on

Sn(D N <9
co co
co

W r- * U?
v- Q =: lD
to 1 O 1-
(*l ~=r ID N
o * ID (*l1- 1* ID
m l~

1-\I7&9*u-*11'QUJlI)II}lD\DQI'-l\G}D)C\1C3n mwwmmw mvmw n n nu><7>r~.ooc\|<ru>c><r_c>r~.c>omof>|-o|f-\-c>=r4;oc\|1-.o>o¢o¢oco¢or.or-or-1--u>:":r~.I 8 co<o#81n
l

cm
' Z
ID
an
=°."=l

lDv"("J('*l
move-un
®§":ll.lJC*l
oocounu-1
uor~.w-on
Ov-0199q- F

\ "
I O
I*-
CJ
I *
' E
1

1-

| I ID I*I

t o
Mr
we

IDH*
"=rllv>
'Q1"1
wrllo
C\IllU>
"=a1!lu>.
CO (4)
-4"OJ

*a
, 33552 m

OAg

lzooolnuor-1-1-cn~<1<r~<1wr>v - ~ = r - - u 1 - - n ~ - - a
w:-~ tw*-wr

- . 1 - r i

on
"L
o
O)
"Z
c~°>
cm

T' W
Ev com
~=r_ m_
o  q
Q cw
n m
Cf) I-0) 1-

'é
E
2

in
|..
o
a..
4:
D.
3
to

he 69 ea all en en wow

U
c
as

9
8

cm

c
o
8
ca

as...J a 8
"a
m LIJ

r-z
E| -in

Eas Q E 3 3 8 . 9
5BE 88-Q

8 Cr:

. Q
* 3
. D
r;
vo

ou
. c
L :
as
a
s

E
2 :
4

v >

< : r
U]

3-a
D

LLI
w
<

LU
|-
<

m
2

Q
9-
8
cm:
O
(D
Lu
CJ

Ia in
" " .'la2 9 .Qo o

*E8 s
g E 2 f
n È u E 'E
E c : g 15

" §»£&5§§ 8 §€§=8 EYE E
8 I 88 Q 88 =»'335E8§ §§"3r¥!¥ a 23 »,§»_ s_ £38888 :Gan 3,8 8"3g3§3§9 e£ I ! ! ! U 2 1 2 |_1- Qaz-K g o *

| o a - _ . _
- 8 5 8 g n.n. 2 . 9 » 3 » 8 - i i 8 n . n . 8  u . £ 8 0 E

88§8E49§§§%8%§3%28§§€§§4§813; 3883 E 6 ; 6 ; ; 4 8 6 ; ; ; E 8 E m 8 : = 6 8 3 3 ; § : 8 : £

8 . 3
8 , 8

o
8 9

= L 3
E a

- E n
3 * = L

IJ
8 8
= = o
E a
go
O G

c
.Q
'8
§
<1

' E E
. Q E
i n .
3 8q).._
>*388...

E

n . L D

6
3
Q,
C
.Q c:* Q c

we

11

Cal
Nb
.St3
U
3
o

' 8  i n

EE.3 C
.53 g
q )  o

re ( _ )
o ><

<

135
SO
>
cc

o
I J  .
89
<1

8 8 8 8 2 2
2 6 5 3 6 6

888
858

,,8 =,*
u u f o
22.2%
8 ED
=l§'2

E
m
's
z

E T
.SE0.2
333OFI....-I

ET 34 2 a
383 8
§8§¥€=§E¢3§§
-§§~°-*
88§§8§
3. §.83CI.-J

8 0
8 g
s 8-2
£3885
?=86a~§
£88.88'E»§~==

8 : 3 3 8 3Z

no<r * cat' . . o uuooo c\|c:>ncf>¢u>cocoo>o ¢f>~=ruucor.aoQ2 3 8 8 9 O O W N W N W M G W W W W W W W W W Q E Q O Q W Q Q Q" m m m w w w m m w m m m m m m m m m m m m g m m o m m m m d
1-
z
4.J
Q.

.9

E
g a s
4.189: Q F

33=. , § 8
D o g
a s .26°
2 8
889
< D | - -

n o
+ -
m

<.>
_I

Z
SO
z
u.
o
>-
<
s
3to
E

IE

ll_l .
z O

2
o c\xo>¢¢r>c r-oou n m ¢ m m h w m oW W p F F F F w F w w W

i i

y N W W W W N Q Q O V N W W W W M Q M O F N W W W W N Wm m m m w m m m n w ¢ ¢ w v w w v v v m m m m m m m m m



I

Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W~01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 A
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED& USEFUL PLANT

ACCT.
NO,
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 5,102,614

[B]
STAFF

ADJUSTMENTS
$ (801 ,053)

[C]
STAFF

RECOMMENDED
$ 4,301 ,561

Calculation of Plant Not Used and Useful - Wells

LINE
no.
1

2
3
4
5
6
7
8
9
10
11

AWC Well ID
Ranch 160 W-1
Ranch 160 W-1 2
Total

AWR Well ID
55-583450
55-588620

Cost Basis
$316,447
$484,606
$801 ,053

References :
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 B
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
321

DESCRIPTION
Pumping Plant Structures & Improvements

[A]
COMPANY
PROPOSED
$ 156,041

[B]
STAFF

ADJUSTMENTS
$ (8,479)

[C]
STAFF

RECOMMENDED
$ 147,562

Calculation of Plant Not Used and Useful - Pumping Plant Structures and Improvements

LINE
n o .

1
2
3
4
5
6
7
8
9
10

AWC Location / Description
Queen Ck Pump Station / Block Bldg
Queen Ck Pump Station l Fence
Total

Cost Basis
11 173.00
7,306.00
8,479.00

References:
Col [A]: Company Schedeule B-1
Col [B]; BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No.W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 C
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
no .
325

DESCRIPTION
Electric Pumping Equipment

[A]
COMPANY
PROPOSED
$ 7,522,163

[B]
STAFF

ADJUSTMENTS
$ (64,714)

[C]
STAFF

RECOMMENDED
$ 7,457,449

Calculation of Plant Not Used and Useful - Electric Pumping Equipment

LINE
n o .

1
2
3
4
5
6
7
8
9
10

AWC Location / Description
Queen Crk I Pumps/Panel
Queen Creek / Automatic Controls
Total

$

Cost Basis
57,030
7,684

64,714

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-3 D
Superstition

ORIGINAL cosT RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
332

DESCRIPTION
Water Treatment Equipment

[A]
COMPANY
PROPOSED
$ 6,867,915

[B]
STAFF

ADJUSTMENTS
$ (3,057)

[C]
STAFF

RECOMMENDED
$ 6,864,858

LINE
n o .

1
2
3
4
5
6
7
8
9

10

Calculation of Plant Not Used and Useful - Water Treatment Equipment

AWC Location l Description
Queen Creek Pump Station I Filter System
Total

Cost Basis
$3,057.00
$3,057.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems) Schedule BKB-3 E
SuperstitionDocket No. W-01445A-08-0440

Test Year December 31 , 2007

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
no.
342

DESCRIPTION
Storage Tanks

[A]
COMPANY
PROPOSED

$4,453,851

[B]
STAFF

ADJUSTMENTS
$ (500)

[C]
STAFF

RECOMMENDED
$ 4,453,351

Calculation of Plant Not Used and Useful - Storage Tank

LINE
NO.

1

2
3
4
5
6
7
8
g

AWC Location / Description
Desert Station Wells #1-3 / Storage Tank
Total

Cost Basis
$500.00
$500.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Superstition System (Apache Junction and Superior Systems) Schedule BKB-3 F
SuperstitionDocket No. W-01445A-08_0440

Test Year December 31, 2007

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
NO.
397

DESCRIPTION
Communications Equipment

[A]
COMPANY
PROPOSED
$ 657,122

[B]
STAFF

ADJUSTMENTS
$ (7,088)

[C]
STAFF

RECOMMENDED
$ 650,034

Calculation of Plant Not Used and Useful - Communications Equipment

LINE
n o .

1

2
3
4
5
6
7
8
9

10

AWC Location / Description
Office W/H / Mobile Radio Base Station
Total

Cost Basis
$7,088_00
$7,088.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 . ACCUMULATED DEPRECIATION

ACCT.
NO,
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 17,724,938

[B]
STAFF

ADJUSTMENTS
$ (237,480)

[C]
STAFF

RECOMMENDED
$ 17,487,458

Accumulated Depreciation Associated width Plant Not Used and Useful

AWR Well ID
55-583450
55-588620
Acct 397
Acct 325
Acct 321
Acct 332
Acct 325
Acct 321
Acct 342

Accumulated
Depreciation

$ 60,109.11
79,499.58
4,552.98

80,620.46
1,486.13
1 ,972.83
6,328.93
2,255.00

555.13
237,480.15

LINE

no .
1

2
3
4

5

6
7
8
9
10
11
12
13
14
15
16
17
18
19

AWC Well ID
Ranch 160 W-1
Ranch 160 W-2
Office W/H / Mobile Radio Base Station
Queen Creek Pump Station /5 Pumps/Panel
Queen Creek Pump Station / Block Bldg
Queen Creek Pump Station / Filter System
Queen Creek Pump Station / Automatic Controls
Queen Creek Pump Station / Fence
Desert Station Wells #1-3 I Storage Tank
Total $

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-5
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 3 - CONTRIBUTION IN AID OF CONSTRUCTION ("ClAC")

ACCT.
no.

la

[B]
STAFF

ADJUSTMENTS
$ (484,606)

DESCRIPTION
Contributions in Aid of Construction (GIAC)

Less; Accumulated Amortization
Net CIAC

[A]
COMPANY
PROPOSED

$ 10,888,555
1,733,417
9,155,138$ $ (484,606)

[C]
STAFF

RECOMMENDED
$ 10,403,949

1,733,417
8,670,532$

CIAC Associated With Wells Not Used & Useful

L l N E
n o .

1
2
3

4
5
6
7
8
Q

1 0
1 1
1 2

Awe Well \D
Ranch 160 W-1 2
Total

AWR Well ID
55-588620

CIAC Amount
$484,606.00
$484,606,00

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



¢

Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-6
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE
NO,

1

ACCT.
NO,
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 196,185

[C]
STAFF

RECOMMENDED
$ 196,185

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Superstition System (Apache Junction and Superior Systems)
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
Superstition

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

L.ONE
NO.
1

ACCT.
no.
iI/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED

$ 446,461

[B]
STAFF

ADJUSTMENTS
$ (253,152)

[C]
STAFF

RECOMMENDED
$ 193,309

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
White Tank

RATE BASE - ORIGINAL COST

[B]

$

LINE
no.

1
2
3

DESCRIPTION
Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

[A]
COMPANY

AS
FILED
13,137,036
1,716,046

11,420,990 $

STAFF
ADJUSTMENTS

(38,485)
(29,248)
(9,237)

[C]
STAFF

AS
REF ADJUSTED

$ 13,098,551
1,686,798

11,411 ,753$

LESS:

Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $4
5
6 s

1,134,727
175,250
959,477 $ s

1 ,134,727
175,250
959,477

7 Advances in Aid of Construction (AIAC) 5,647,808 5,647,808

8 Customer Deposits 9,530 9,530

Q Deferred Income Tax Credits 454,211 454,211

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 55,523 (23,532) 31,991

13 intentionally Left Blank

17 Original Cost Rate Base $ 4,415,017 $ (42,299) $ 4,372,718

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [0], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3 A
White Tank

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 565,481

[B]
STAFF

ADJUSTMENTS
33 (2,430)

[C]
STAFF

RECOMMENDED
$ 563,051

Calculation of Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8
9

AWC Loacation / Description
MarWest Well #5 / Fence
Total

Cost Basis
$2,430.00
$2,430.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + CoL [B]
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3 B
White Tank

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 n NOT USED & USEFUL PLANT

ACCT.
NO.
321

DESCRiPTION
Pumping Plant Structures 8¢ Improvements

[A]
COMPANY
PROPOSED
$ 19,632

[B]
STAFF

ADJUSTMENTS
$ (1 ,752)

[C]
STAFF

RECOMMENDED
$ 17,880

Calculation of Plant Not Used and Useful

LINE
NO.

1

2
3
4
5
6
7
8
9

AWC Loacation / Description
Mar West Well #5 / 5,000 gal P Tank
Total

Cost Basis
$1 ,752.00
$1 ,752.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3 C
White Tank

ORIGINAL cosT RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
NO.
325

DESCRIPTION
Electric Pumping Equipment

[A]
COMPANY
PROPOSED
$ 862,251

[B]
STAFF

ADJUSTMENTS
$ (33,352)

[C]
STAFF

RECOMMENDED
$ 828,899

Calculation of Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8
9

AWC Loacation / Description
Mar West Well #5 /2 Booster Pumps
Total

Cost Basis
$33,352.00
$33,352.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3 D
White Tank

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - NOT USED & USEFUL PLANT

ACCT.
n o .
331

DESCRIPTION
Water Treatment Structures and Improvements

[A]
COMPANY
PROPOSED
$ 35,119

[B]
STAFF

ADJUSTMENTS

$ (904)

[C]
STAFF

RECOMMENDED
$ 34,215

Calculation of Plant Not Used and Useful

LINE
n o .

1

2
3
4
5
6
7
8
9
10

AWC Loacation / Description
Well # 8 / Hypochlorinator Cabinet
Well # 7 I Hypochlorinator Cabinet
Total

Cost Basis
746.00
158.00

$904.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
White Tank

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
NO.

la
DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 1,716,046

[B]
STAFF

ADJUSTMENTS
$ (29,248)

[C]
STAFF

RECOMMENDED
$ 1 ,686,798

LINE
n o .

1
2
3
4
5
6
7
8
9
10
11
12
13
14

Accumulated Depreciation Associated with Plant Not Used and Useful

AWC Location / Description
Well # 8 / Hypochlorinator Cabinet
Mar West Well #5 I 2 Booster Pumps
Mar West Well #5 / 5,000 gal P Tank
Mar West Well #5 I Fence
Well # 7 / Hypochlorinator Cabinet

Total

Cost Basis
129.62

25,949.52
1 ,257.32
1 ,757.01

154.31
$29,247.78

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Ya

Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-6
White Tank

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 _ CUSTOMER DEPOSITS

LINE
n o .

1

ACCT.
n o .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 9,530

[C]
STAFF

RECOMMENDED
$ 9,530

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - White Tank Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-7
White Tank

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE

NO.
1

ACCT.
NO
n/a

DESCRIPTION
Working Capital

[A]
COMPANY
PROPOSED
$ 55,523

[B]
STAFF

ADJUSTMENTS
$ (23,532)

[C]
STAFF

RECOMMENDED
s 31 ,991

References:
Col [A]: Company Schedeule C-1
Co! [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]



Arizona Water Company - Winkelman Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-1
Winkelman

RATE BASE - ORIGINAL COST

[B]

$ $

[C]
STAFF

AS
REF ADJUSTED

$ 487,809
87,517

400,292

LINE

no.
1
2
3

DESCRIPTION
plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

[A]
COMPANY

AS

FILED
554,169
167,152
387,017 $

STAFF

ADJUSTMENTS
(66,360)
(79,635)
13,275 $

LESS.'

$ $ $
4
5
6

Contributions in Aid of Construction (GIAC)
Less: Accumulated Amortization

Net CIAO $

1 ,835
506

1 ,329 $ $

1 ,835
506

1 ,szsa

7 Advances in Aid of Construction (AIAC) 18,649 18,649

8 Customer Deposits 650 650

Q Deferred \income Tax Credits 42,163 42,163

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 266 (1 ,588) (1,322)

13 intentionally Left Blank

17 Original CostRate Base $ 325, 142 $ 11,037 $ 336,179

References:
Column (A), Company Schedule B-1 (RB SUM BKB-2)
Column [B]: Column [C] - Column [A]
Column [C], Staff Adjusted Total Col. (RB SUM BKB-2)
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Arizona Water Com party - Winkelman Water System

Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-3
W i n k e l m a n

ORIGINAL COST RATE BASE ADJUSTMENT no. 1 - WELLS

ACCT.
n o .
314

DESCRIPTION
Wells

[A]
COMPANY
PROPOSED
$ 48,327

[B]
STAFF

ADJUSTMENTS
$ (66,360)

[C]
STAFF

RECOMMENDED
$ (18,03.)

Calculation of Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8
9

10

AWC Well ID
Well #2
Total

AWR Well ID
55-616694

Cost Basis
$66,360.00
$66,360.00

References:
Col [A]: Company Schedeule B-1
Col [B]: BKB Testimony
Co! [C]: Col. [A] + Col. [B]

I'll l
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Arizona Water Company - Winkelman Water System
Docket No. W-01445A-08-0440
Test Year December 31, 2007

Schedule BKB-4
Winkelman

ORIGINAL COST RATE BASE ADJUSTMENT no. 2 - ACCUMULATED DEPRECIATION

ACCT.
no.
n/a

DESCRIPTION
Accumulated Depreciation

[A]
COMPANY
PROPOSED

$ 167,152

[B]
STAFF

ADJUSTMENTS
$ (79,635)

[C]
STAFF

RECOMMENDED
$ 87,517

Accumulated Depreciation Associated with Plant Not Used and Useful

LINE
n o .

1
2
3
4
5
6
7
8
9
10

AWC Well ID
Well #2
Total

AWR Well ID
55-616694

Acc um Depreciation
$79,635.32
$79,635.32

References:
Col [A]: Company Schedeule C-1
Co\ [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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Arizona Water Company - Winkelman Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-6
Winkelman

ORIGINAL COST RATE BASE ADJUSTMENT no. 4 - CUSTOMER DEPOSITS

LINE

NO.
1

ACCT.
no .
n/a

DESCRIPTION
Customer Deposits

[A]
COMPANY
PROPOSED
$ _

[B]
STAFF

ADJUSTMENTS
$ 650

[C]
STAFF

RECOMMENDED
$ 650

References:
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]

iv Il l  l



Arizona Water Company - Winkelman Water System
Docket No. W-01445A-08-0440
Test Year December 31 , 2007

Schedule BKB-7
Winkelman

ORIGINAL COST RATE BASE ADJUSTMENT no. 5 - WORKING CAPITAL

LINE
NO

ACCT
NO DESCRIPTION

Working Capital

COMPANY
PROPOSED
$

STAFF
ADJUSTMENTS

(1 ,588)

STAFF
RECOMMENDED

$ (1322)

References
Col [A]: Company Schedeule C-1
Col [B]: BKB Testimony
Col [C]: Col. [A] + Col. [B]
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EXECUTIVE SUMMARY
ARIZONA WATER COMPANY. INC

DOCKET no. W-01445A-08-0440

Arizona Water Company, Inc ("AWC" or "Company") tiled rebuttal testimony on July
10, 2009, addressing rate ease positions outlined in Staffs direct testimony of June 12, 2009
My direct testimony in this case recormnended various adjustments to the AWC rate base. As
shown in Table II of my direct testimony, Staff recommended individual adjustments within the
Plant in Service, Accumulated Depreciation, Contributions in Aid of Construction ("CIAC")
Customer Deposits, Working Capital and Regulatory Asset/Liabilities accounts

Staff's predominant finding was the identification of plant items that were not in service
or inactive. These items were therefore classified as plant that was "Not Used and Useful." This
Staff finding resulted in reductions to Plant in Service totaling $5,473,841 with corresponding
adjustments reducing Accumulated Depreciation by a total of $2,5ll,769. In making the
Accumulated Depreciation adjustment, Staff reduced the account by the amount of depreciation
that had accumulated at the end of the Test Year. Staff also reduced CIAC by $1,324,341 as a
result of two of these "Not Used and Useful" plant items. Staff' s other adjustments to rate base
were an increase in Customer Deposits of $658,380, a reduction to Working Capital of $776,725
and a reduction to Regulatory Assets/Liabilities of $14,289

In its July 10, 2009, rebuttal testimony, AWC disagreed with the majority of Staff's
recommendations. In terms of Staffs "Not Used and Useful" plant items, the Company
testimony attempts to reclassify the items by separating the individual items into the following
categories - plant that "needs to be retired," plant that is "currently in use" and "plant held for
future use." The Company does not appear to be arguing that these reclassifications (retired and
held for future use) have been made, but, rather that they should be made. Indeed, their
identification of certain items as plant that "needs to be retired" in itself communicates that, even
today, the items have not been retired in the Company's books and records. The same argument
can be made for the plant AWC now suggests should be "plant held for future use." In general
my surrebuttal testimony discusses these Company proposals based on the following categories

Needs to be Retired" ; The Company accepted Staff' s removal of the plant costs, thereby
agreeing with Staffs reductions to the plant in service account. However, the Company
disagreed with Staffs associated removal in the accumulated depreciation account. Staff
removed the depreciation which had accumulated through the Test Year for those plant reduction
amounts. The Company seeks a retirement treatment which would remove the entire original
cost of the plant assets from the Accumulated Depreciation account. Staff notes that these items
have not been retired and makes no change to its recommendations in direct testimony. The
Company also disagreed that any CIAC should be removed relating to two specific Not Used and
Useful adjustments

Currently in Use" - The Company°s rebuttal position is that five of Staffs disallowed plant
amounts are for items that are currently in service and benefiting customers. In Mr. Reiter's
testimony (at page la), he identifies these items as three separate fences (Superstition, White



Tank and Sedona), one 8" x 12" block building (Sedona) and a well (DWR well No. 55-613443
in Casa Grande). Mr. Reiker further states that "Mr. Schneider explains how these items are
currently in use and benefiting customers in his rebuttal testimony." However, while Mr
Schneider's table of contents shows a separate section on plant held for future use and post test
year plant, there is no specific section outlined for plant "currently in use." Staff notes that most
of the plant identified as "currently in use" is for fences or a building that surround plant that is
not in service and not serving customers. The Company disputes the disallowance of the fences
and building. Clearly, the responsibility for such plant should not fall on the shoulders of
ratepayers

Plant Held for Future Use" -. The Company's rebuttal testimony identities various Staff "Not
Used and Useful" adjustments as utility plant held for future use Contrary to Staff" s
recommendation, the Company claims that these items should be included in rate base under
those individual (re)classifications. First, similar to the "needs to be retired" plant, the Company
provides no evidence that the items have actually been transferred and accounted for as "Plant
Held for Future Use" in its books and records. Rather, they were included as plant in service
until Staff disallowed them in Direct Testimony. Staff notes that "Plant Held for Future Use" is
not included in the rate base and the Company has failed to account for these amounts in that

As to Staffs remaining rate base adjustments, the Company accepted Staffs $658,380 in
adjustment to the Customer Deposit account and Staff' s $14,289 adjustment to the Regulatory
Assets/Liabilities accounts. Finally, AWC disagreed with Staffs recommendation to remove the
cost of equity component from the Company's cash working capital/lead lag study and
subsequently, with Staffs associated $776,725 reduction to the Working Capital account which
was a function of a Staff recalculation of the Company lead-lag study. Staff notes that the
inclusion of a cost of equity component can only be termed as unusual and makes no change to
recommendation in direct testimony
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1 INTRODUCTION

2 Q. Please state your name and business address.

3

4

My name is Brian K. Bozzo, my business address is 1200 West Washington Street,

Phoenix, Arizona 85007.

5

6 Q- By whom are you employed and in what capacity"

7

8

I am employed in the Utilities Division of the Arizona CorporatiOn Commission ("ACC"

"Commission") as an Administrative Services Officer II.

9

10 Q- Are you the same Brian K. Bozzo who filed direct testimony in this case?

11 Yes, I am.

12

13 Q. What is the purpose of your testimony in this proceeding?

14 A .

15

The purpose of my testimony is to present the Utilities Division Staff" s ("Staff") response

to a portion of Arizona Water Company, Inc.'s ("AWC" or"Company") rate case rebuttal

16 testimony. AWC's rebuttal position relating to my. direct testimony was presented

17

18

predominantly by Mr; Joel Reiter on pages 12-18 of his rebuttal testimony. This portion

of his rebuttal testimony commented on Staffs direct testimony adjustments to plant,

19

20

accumulated depreciation, CIAC, Customer Deposits, Working Capital and Net

with Staffs plant

21

Regulatory Assets/Liabilities.

reductions, but

22

Generally, the Company agrees

disagrees with the levels of Staff" s corresponding reductions to

Accumulated Depreciation and disagrees with several adjustments to CIAC. The

24

25

Company accepted Staff' s Customer Deposit and Net Regulatory Asset/Liability

adjustments but disagrees with Staffs Working Capital adjustment to remove "cost of

equity" as a component in the AWC lead-lag study.

23

26

A.

A.
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1 Q- Has Staff modified its position on the above issues based on the Company's rebuttal

2 testimony?

3 No.

4

5 Q. How is your testimony organized?

6 This introduction is followed by a short summary of both Staffs adjustments and the

7 I" then break down the

8

Company's rebuttal position to those plant adjustments.

Company's rebuttal position on Staffs adjustments and provide Staff comment.

9

10 Q-

11

Does a leek of response in this testimony to any of the Company's rebuttal positions

indicate agreement by Staff on that issue?

12 No. Where no comment is made, Staff relies on its Direct Testimony to maintain Staff s

13 position.

14

15 SUMMARY OF STAFF'S ADJUSTMENTS

16 Q-

17

Please provide a brief summary of the Staff adjustments to Test Year plant that were

presented in your direct testimony.

18

19

20

21

As shown in Table II of my direct testimony, Staff recommended various adjustments to

the plant in service, accumulated depreciation, CIAC, Customer Deposits, Working

Capital and Net Regulatory Asset/Liabilities accounts. Those adjustments were shown on

Schedule BKB-2 for each system as Rate Base adjustment one through six.

22

23 SUMMARY OF THE COlVIPANY'S REBUTTAL TESTIMONY

24 Q- Please summarize Mr.Reiker's rebuttal testimony relating to your direct testimony.

25

26

A.

A.

A.

A.

A. Mr. Reiter addressed Staffs Rate Base adjustments on pages 12 through 18 in his rebuttal

testimony filed on July 10, 2009. Generally, AWC disagreed with the majority of Staff" s
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recommendations, with several  exceptions. The  Company  a ccepted  S ta f f s  p l ant  i n

service portion of the "not used and usel iul" adjustments for those items it classifies as

needs to be retired", but not for the items it designates as "currently in use" or "plant held

for suture use". The Company further accepted Staffs Customer Deposit adjustments and

the Net Regulatory Asset/Liabilities adjustment

Based on this, the Company disagrees with the Staff adjustment's to Plant in Service on

items other than any item that the Company claims "needs to be retired." The Company

further disagrees with Staffs treatment of Accumulated Depreciation, CIAC and Working

Capital. This surrebuttal testimony discusses the Staff adjustments, Company rebuttal and

Staff  response by indiv idua l  ra te base i tem, s tart ing  wi th Staff  ra te base adjustment

number one through Staff rate base adjustment number six

14 RATE BASE ADJUSTMENT n o s .  1 AND 2

15 Q Please discuss the Company's position on Staffs "Not Used and Useful" adjustments

Rate Base Adjustment Nos. 1 and 2 relate to Staffs adjustments to plant in service and

accumulated depreciation, respectively. In terms of Staffs "Not Used and Useful" plant

i tems,  ra ther than accept Staff '  s  d i sa l lowances ,  the Company tes t imony attempts  to

reclassify the items by separating the individual items into the following categories - plant

that " n e e d s  t o  b e  r e t i r e d , " plant that is " c u r r e n t l y in u s e "  a n d "plant held far future

The Company  does  not  appea r  to  be  a rgu ing  tha t  the  a c tua l  techni ca l  and

accounting work behind such proposed reclassifications (retired and held for future use)

have been made,  but,  ra ther that the reclass i f i ca t ions  shou ld be made. Indeed. the

Company's  identi f ication of certa in i tems as  plant that "needs to be reti red" in i tsel f

communicates that, even today, the items have not been retired in the Company's books

and records. Based on my understanding of the Company rebuttal ,  the fol lowing table
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1 communicates the Company's position as to whether it  agrees or  disagrees with Staff

2 one a nd t wo,  which impa c t  p la nt  in  s er vice a nd a ccumula t ed

3

Adjustments Nos.

depreciation:

4

5 AWC Plant Categories

Plant that "needs to be retired"

Plant Adjustment

6

Acc. Dap. Adjustment

Disagrees

7 Plant that is "currently in service"

Plant this is "held for future use"

Agrees

Disagrees
l

Disagrees

8 Disagrees Disagrees

9

10 Q-

11

As you address Staff's "Not Used and Useful" adjustments, will your surrebuttal

testimony be addressing each of the above plant categories?

12 Yes. I will address the Company's proposed reclassifications in the order shown above.

13

14 Not Used And Useful Plant - "Needs To Be Retired"

15 Q-

16

Please out line the por t ion of  S ta ff 's  "Not  Used and Useful" adjus tment  where the

Company proposes to reclassify plant that "needs to be retired."

17

18

19

20

On rebuttal,  the Company accepted Staffs removal of the plant costs to these items,

thereby agreeing with Staffs reductions to the plant in service account.  However,  the

Company disagreed with the level of Staffs individual,  corresponding adjustments to

Accumulated Depreciation for those plant items. Staff removed the actual depreciation

21 which had accumulated through .the Test Year for those plant reduction amounts. The

22

23

A.

A.

Company, however, seeks a retirement treatment which would remove the entire original

cost of the plant assets from the Accumulated Depreciation account.
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1 Q To clarify, which particular plant item(s) is the Company referring to when it states

that it disagrees with Staff's specific AccumulatedDepreciation treatment?

The Company is refening to a subset of Staffs "not used and useful" adjustment items.

These items are discussed on page 12 and 13 of Mr. Reiker's rebuttal testimony and are

reflected in Staff Adjustment No.1 and Staff Adjustment No. 2 on schedule BKB-2 in

Staff s direct testimony. The specific amounts of these plant items and the retirement

comment which identifies them are shown in the middle and right hand side of Mr.

Reeker's rebuttal schedule JMR-RB2. The Company now claims that each of those plant

items "needs to be retired." As part of that proposed reclassification, the Company

essentially agrees with Staff" s disallowance to plant.

12 Q Does the Company discuss Staff's adjustments to Accumulated Depreciation?

Yes, this discussion is found on page 13, lines 6 14 of Mr. Reiter's rebuttal testimony.

In this section, Mr. Reeker states that Staff adjusted the Accumulated Depreciation account

by the amount of depreciation that had accumulated through the Test Year end.

17 Q Did the Company's description accurately illustrate Staff's Accumulated

Depreciation adjustments?

Yes Staff removed the amount of Accumulated Depreciation through the end of the Test

Year for all plant reductions categorized as "not used and useful." This includes each

plant item that the Company claims "needs to be retired" and now proposes to reclassify

as "retired" Staffs adjustments correspond to the amount of Accumulated Depreciation

that the Company had actually accrued at Test Year end.
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1 Q Does Mr. Reiker state why the Company disagrees with Staffs Accumulated

Depreciation reductions"

The Company's position is that the "not used and useful" plant died identify as needing to

be retired should be treated as retired plant and thereby receive an accounting treatment

where the amount of accumulated depreciation removed is equal to the amount of plant

removed from plant in service

8 Q Does the Company's rebuttal testimony provide rationale for reclassifying the items

as retired plant?

No

12 Q Does the Company's rebuttal test imony state why the plant  was not  previously

retired?

No

16 Q Does the Company's rebuttal testimony state that the plant has now been retired?

19 Q Does the Company's rebuttal position on these plant items agree with its original

position from the rate application

No. In the AWC application, the Company included all of the "not used and useful" plant

items in its plant in service. This includes those items that the Company now proposes be

treated as retired items. The inclusion in plant in service identified the plant as plant that

was supposedly providing service to customers rather than as retired plant (or as held for

future use plant as will be discussed later in this testimony)



1

Surrebuttal Testimony of Brian K. Bozzo
Docket No. W-01445A-08-0440
Page 7

1 Q-

2

If these items actually were retirements, could the Company have recorded these

items as retired previously or prior to this rate case?

3 Yes. But it did not account for them as such. If they were retirements, the Company

4 should have accounted for them as such when they were actually retired.

5

6 Q-

7

If these items actually were retirements, should AWC have removed these items from

the instant rate case? 4

8 Yes. For instance, if these were retirements that were somehow missed by various

9

10

accounting personnel over the months or years, then the Company could have used pro

forma adjustments to remove the plant from the pending rate case.

11

12 Q-

13 A.

14

15

16

What was AWC's choice regarding this plant?

The Company did not choose to retire the plant, nor did it choose to remove it from the

rate case via a pro forma adjustment. Rather, the Company elected to leave the items in

plant in service and therefore as an addition to rate base. The Company's own actions

indicate that these plant items should not be treated as retirements for rate base/accounting

17 purposes 4

18

19 Q- Please explain why the Company's choice is important?

20 A. The Company's own choice indicates that it treated the items as plant in service. Such

21

A.

A.

treatment works against any current argument for the treatment of these items as

retirements (or "Plant Held For Future Use°').22
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1 Q Which party in this proceeding has the responsibility to track and account for plant

items so they can be properly classified and identified for rate case analysis

3 AWC has the responsibility to account for its own plant items. Plant items should only be

recognized as retired when they have been properly retired by the Company. In this

instance, the Company has not provided evidence that these assets have been retired. As

such, AWC has not demonstrated that this particular portion of the "not used and useful

plant items is properly classed as retirements

9 Q Are "not used and useful" items retirements?

No. Staffs classification of plant as "Not Used and Useful" simply means that they are

items that are not used and useful in providing service. These items were classified as not

serving customers based on information collected from the Company directly via the

application, plant descriptions and data responses

15 Q What did Staff do regarding "not used and useful?"

Staff took a logical and conservative approach based on the information provided during

our review. Staff had no actual evidence that the items were retired or were in the process

of retirement - only a late, unsupported reference from the Company that they needed to

be retired. As such, Staff disallowed the plant and removed the Test Year amount of

accumulated depreciation

22 Q Given the questions surrounding these "not used and useful" plant items, was Staff's

decision improper as the Company seems to assert in rebuttal testimony

A.

No. The only reason to remove the full original cost of such an item from Accumulated

Depreciation is if it was a retirement. The Company did not demonstrate that the items

were retirements. Staff therefore removed only the amount of Depreciation that would
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1 have accumulated through the end of the Test Year. This is the logical and appropriate

2 treatment.

3

4 Q.

5

How does the rate base treatment of these plant reductions as proposed by the

Company differ from Staffs treatment in calculating Accumulated Depreciation?

6 A.

7

The Company's proposed treatment would remove an equal amount of dollars from both

plant and Accumulated Depreciation. If equal amounts are reno/ed from both areas, the

8 net result would be no impact to the rate base. However, if a lesser amount of

9 Accumulated Depreciation were removed than the entire original cost of the asset, as Staff

10 did, the net result would be a reduction to the rate base.

11

12 Q-

13

14 A.

Should AWC receive the treatment it proposes for this subset of Staff's "not used

and useful" plant that the Company claims "needs to be retired'?"

No. It is clear that the Company failed to retire this plant in service.

15

16 Q- What is Staff's recommendation now that it has discovered plant in service that the

17 Company claims it failed to retire?

18 A.

19

Staff continues to recommend the removal of these plant amounts from plant in service

and continues to recommend the removal of the actual accumulated depreciation through

20 the end of the Test Year.
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1 Not Used And Useful Plant - "Currently iN Use

2 Q Please discuss the subset of Staffs "Not Used and Useful" plant adjustment wherein

the Company claims plant should be rate based as "currently in service

In his rebuttal testimony, Mr. Reeker outlines (on page 14) the five individual plant items

that the Company is refining to as "currently in service," On the prior page, Mr. Raker

stated that these items are "currently in service and benefiting customers

8 Q To clarify, which particular plant item(s) is the Company referring to when it states

that the items are "currently in use" and should not be disallowed"

The Company is referring to the second subset of Staffs "Not Used aNd Useful

adjustment items. These items are discussed on page 14 of Mr. Reiter's rebuttal

testimony and are reflected in Staff Adjustment No.1 and Staff Adjustment No. 2 on

schedule BKB-2 in Staff s direct testimony. The specific dollar amounts of these plant

items and the "currently in use" classification that identifies them are shown in the middle

and right hand side of Mr. Reeker's rebuttal schedule JMR-RB2. The Company claims in

rebuttal testimony that these items are "currently in service" and on Schedule JMR-RB2

that they are "currently in use Either way, the Company is claiming that these items

should not be a part of Staff"s "Not Used and Useful" disallowance and should be

included in rate base

21 Q What arguments does the Company make for these currently in service/use items

It does not appear that the Company has made any specific, written argument against

Staff" s disallowance and in support of the rate basing of these items. Mr. Reiter's

testimony at page 14 lists the items as (1) three fences located in the Superstition, White

Tank, and Sedona systems, (2) DWR well no. 55-613443 located in the Casa Grande

system, and (3) an 8' xl2' block building located in the Sedona system. His testimony
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1 then states that Mr. Schneider's testimony explains how the items are "currently in use and

2 benefiting customers.55

3

4 Q. Does Mr. Schneider specifically address currently in service/use plant in his rebuttal

5

6

7

8

testimony"

No. While Mr. Schneider's table of contents shows a separate section on plant held for

future use and post-test year plant, there does not appear to be a Specific section outlined

for plant "currently in use." It therefore appears no written argument has been provided.

9

10 Q-

11

Please discuss the three fences located in the Superstition, White Tank and Sedona

systems, as well as the 8' x 12' block building located in the Sedona system.

12

13

14

15

16

17

18

19

20

21

22

A.

A. During Staffs review in this proceeding, the Company identified particular sets of plant -

at each of the above locations - that were not providing service to customers. As such,

Staff identified that the entire set of plant at those locations was composed of "not used

and useful" plant, However, each of these plant sites or locations is apparently composed

of plant items that are surrounded by either a fence (in Superstition, White Tank and

Sedona) or a block building (in Sedona). Although AWC has provided little information,

my understanding is that the Company is suggesting that while they concede that the plant

within the fence or building is not currently serving customers, they claim that the

individual plant structure surrounding dirt plant, i.e. the fence or block building, is

currently in service/use and should not be disallowed as part of Staff' s "not used and

useful" disallowance to plant in service.
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1 Q- What is Staff's opinion on the plant the Company identifies as currently in

2 service/use?

3

4

5

6

Although these three fences and the block building apparently exist and surround

Company property, it  is Staffs understanding that the plant that they encircle or

encompass is plant that is not in service and not serving customers. Only plant that is

currently used and useful in providing service should be included in rate base. Staff is not

7
1 Clearly, however, the

8

disputing that the fence or building may serve a purpose.

responsibility for this plant should not fall on the shoulders of rate payers .

9

10 Q- Please explain the fifth and last item classified by the Company as "currently in use".

11

12

13

14

15

16

17

18

19

20

5

21

A.

A. Mr. Raker's rebuttal testimony also discusses a DWR Well No 55-613443 located in the

Casa Grande system. As with the other "currently in use" items, there appears to be no

AWC rebuttal testimony that actually explains the details of this item or the rationale

behind the Company position that this "not used and useful" adjustment by Staff should be

reversed. Staff has received several pieces of information from the Company indicating

that the well identification number originally provided was incorrect and the original

identification was under suspicion. However, Staff needs written information to clearly

understand the Company position. Therefore, Staff seeks additional testimony from the

Company providing a full discussion of facts of this item and the rationale behind why the

item should be rate based, including the description, well number and cost amount that

relate to each well under discussion.
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l Q What is Staff's recommendation regarding the second subset of Staffs "Not Used

and Useful" disallowance that the Company identifies as "currently in service""

3 A Staff continues to recommend the removal of these plant amounts from plant in service

and continues to recommend the removal of the actual accumulated depreciation through

the end of the Test Year

Not Used And Useful Plant - "Plant Held for Future Use"
1

7

8 Q-

9

Please discuss the subset of Staff's "Not Used and Useful" adjustment that the

Companyclaims should be rate based as "plantheld for future use."

10

11

In his rebuttal testimony, Mr. Reiter outlines (on page 14) the Company proposal to

include in the rate base certain plant in Schedule JMR-RB2 that is identified therein as

12. "Plant Held For Future Use;"

13

14 Q-

15

To clarify, which particular plant item(s) is the Company referring to when it states

that the items are currently in use and should not be disallowed?

16 The Company is refem'ng to the third subset of Staff' s "Not Used and Useful" adjustment

17 items. These items are discussed on page 14 of Mr. Reeker's rebuttal testimony and are

18 reflected in Staff Adjustment No.1 and Staff Adjustment No. 2 on schedule BKB-2 in

19 Staff" s direct testimony. The specific dollar amounts of these plant items and the "Plant

Held For Future Use" classification that identifies them are shown in the middle and right20

21 hand side of Mr. Reiter's rebuttal schedule JMR-RB2. Mr. Raker's rebuttal testimony

22 states that these items are maintained as backup plant and are "plant held for future use"

23

A.

A.

that the Company intends to utilize in the future.
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1 Q Does Mr. Schneider comment on "Plant Held For Future Use""

Yes. On page 22 of his rebuttal testimony, Mr. Schneider states that although the items

AWC identifies as being held for future use are "not currently in use, they are planned for

use and are useful. and therefore meet the Commission's criteria, as outlined in A.A.C

R14-2-l03(a)(3)(h) for being included in rate base." He further states that the Company

has not placed these items in service due to limited financial options facing the Company

and continues on to provide testimony on the Company's plan for 'using the plant it deems

as "Plant Held For Future Use

10 Q Mr. Schneider goes to significant effort in providing the Company's plan for using

each item of "Plant Held For Future Use." Is this an involved issue

No. This is not an involved or complicated issue. In fact, it is rather clear and

straightforward

15 Q Please comment on the issue of allowing "Plant Held For Future Use" in rate base

Simply put, the "used and useful" standard which has been utilized in Arizona is that only

plant presently used and useful in providing service should be allowed in rate base. "Plant

Held For Future Use" is simply not recognized as plant that provides service to, and

therefore benefits, customers. Further, by its very definition, "plant held for tincture use

cannot be determined to be used and useful. The Company has provided no evidence that

these amounts were transferred to the "Plant Held For Future Use" account. The

Company therefore still appears to be accounting for these items as plant in service
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1 Q Did Mr. Reiter's rebuttal testimony refer to a precedent that he claims supports the

Company proposal to include "plant held for future use" in rate base?

Yes. On page 14 of his rebuttal testimony, Mr. Reiter referred to a former case (dated

March 6, 2006 in Docket No. 05-0405) where Staff supposedly recommended rate base

treatment of "plant held for future use." That reference is shown below

Since the Company has actually used the equipment, Staff will no longer
recommend its adjustment to remove the equipment from rate base

Because the Company has used this equipment, Staff recommends that the
Company transfer the equipment from Plant Held for Future use to its appropriate
Uniform System of Accounts ("USOA") capital account and use its authorized
rates to depreciate the equipment

15 Q Does this reference to Staff testimony support the Company contention that "Plant

Held for Future Use" should be allowed in rate base?

No. In fact, a thorough reading of the above reference results in the exact opposite

response. In the referenced case Staff is not recommending that "Plant Held for Future

Use" be included in rate base. Rather, Staff is recommending that the Company transfer

equipment that is improperly classified as "Plant Held for Future Use" into the proper

capital account so it can be recognized as plant in service and depreciated. Staff is

actually stating that the plant cannot be recognized in rate base until it is out of the "Plant

Held for Future Use" category. In summary, this reference demonstrates that Staff does

not recognize "Plant Held for Future Use" as plant that should be included in rate base

26 Q Does the Company's rebuttal test imony state why the plant  was not  previously

transferred to "Plant Held For Future Use?"

No
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1 Q Does the Company's rebuttal testimony state that the plant has now been transferred

to "Plant Held for Future Use?"

No

5 Q Does the Company's rebuttal position on these plant items agree with its original

position from the rate application

No. In the AWC application, the.Cornpany included all of the plant items that Staff

designated as "not used arid useful" plant items in its plant in service. This includes those

items that the Company now proposes be treated as "Plant Held For Future Use" items

The Company's inclusion of this plant in the plant and service account identified it as

plant that was supposedly providing service to customers rather than as "Plant Held For

Future Use" plant (or as retired plant as was previously discussed in this testimony)

14 Q What is Staffs recommendation regarding the subset of Staff's "Not Used and

Useful" disallowance that the Company identifies as "Plant Held for Future Use?"

Staff continues to recommend the removal of these plant amounts from plant in service

and continues to recommend the removal of the actual accumulated depreciation through

the end of the Test Year

20 Q Is there another Staff "Not Used and Useful" plant adjustment recommendation that

the Company does not accept

Yes. On page 15 of his rebuttal testimony, Mr. Reiker refers to Staff" s disallowance of the

cost of an electrical panel that has yet to provide service to customers in the Pinewood

system. The Company explains that the fact that the electrical panel is not in service is not

their fault, referring to an ongoing dispute with Arizona Public Service over power service

to that site. Staff notes that the issue does not hinge on the particular reason that this plant
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is not serving customers. Only plant that is used and useful in providing service to

customers should be allowed in rate base. Staff does not change its prior recommendation

in this matter

5 RATE BASE ADJUSTMENT nos. 3

6 Q In its rebuttal testimony, does the Company accept Staff's reduction to CIAC

totaling $1,324,341?

No, On page 16 of his rebuttal testimony, Mr. Reiker states that the two wells this CIAC

relates to are the Ranch 160 Well No. 2 in Superstition and Well No. ll located in

Coolidge. His rebuttal testimony states that these wells are "Plant Held For Future Use

and the associated CIAC amounts should therefore be included in rate base. Staff has

already provided testimony that "Plant Held for Future Use" is not included in the rate

base and, at any rate, the Company has failed to demonstrate that it has accounted for

these items in that manner. Staff does not change its recommendation from direct

testimony

17 Q Did the Company accept the remaining Staff adjustments, i.e. Staff Adjustment Nos

four. five and six

The Company accepted Staff Adjustment number four relating to Customer Deposits and

Staff Adjustment number six relating to Net Regulatory Assets/Liabilities. However, the

Company did not accept Staff Adjustment number 5 to Working Capital
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1 RATE BASE ADJUSTMENT NO. 5

2 Q Please discuss the Company's rebuttal testimony regarding Staff's Rate Base

adjustment No. five to Working Capital

On page 17 of Mr. Raker's rebuttal testimony, the Company disagrees with Staffs

recommendation to remove the cost of equity component from the Company's cash

working capital/lead-lag study and, therefore, with Staff' s $776,725 reduction to the

Worldng Capital account, which was a function of Staffs recalculation of the Company

lead-lag study. Staff" s recalculation of the lead-lag study simply removed the cost of

equity component from the lead-lag study

11 Q Does Mr. Reiker provide his own basis for disagreeing with Staff's adjustment?

In his rebuttal testimony on page 17, the Company seems to be arguing that the cost of

equity component was added to the lead-lag study to compensate for Staff and RUCO's

tendency toward previously including the debt cost component in lead-lag studies. He

states that the cost of equity was included for consistency since the cost of debt is

generally included. He Mother suggests that the cost of equity should be included because

both the cost of debt and cos.t of equity are a part of the overall cost of providing service

19 Q Should the cost of equity be included as a component of the lead-lag study because

the cost of debt is included?

No. The fact that Staff included the known and measurable cost of debt does not lead to

including the cost of equity, especially since the cost of equity is not a certain debt or

obligation. The cost of equity does not have to be paid and does not have to be paid in a

certain amount. The cost of debt, however, is a known and measureable item of expense

similar to the other cost components included in the lead-lag study. It is Staff' s opinion

tliatthe Cost of Equity component should not included in the lead-lag study
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l Q Does this conclude your surrebuttal testimony?

I
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The Utilities Division of the Arizona Corporation Commission ("Start") files its closing brief

14 for Phase II of the above-captioned matter. The briefing schedule and hearing in this matter were

15 bifurcated. The parties submitted separate briefs addressing rate base, operating expenses and rate

16 design. In this brief, Staff addresses cost of capital issues

17 I BACKGROUND

Chaparral City Water Company ("Chaparral" or "Company") is a Class A water uti l i ty

19 sewing approximately 13,000 customers in and around Fountain Hills, Arizona. Chaparral is a

20 subsidiary of American States Water Company. In August, 2004 the Company filed an application

21 for an increase in rates. The Commission issued Decision No. 68176 granting the Company a rate

22 increase.' The Company appealed this decision to the Arizona Court of Appeals asserting, among

23 other things, that the CommissiOn did not use the Company's fair value rate base to determine its

24 rates. The Court of Appeals agreed with the Company in part and remanded the case to the

25 Commission. The Commission held a hearing on the remand in January 2008 and issued a decision

26 in July 2008 ("Remand Proceeding")

27

EXHIBIT

Dec. No. 68176, Docket No. W~02213A-04-1616 (September 30, 2005) s- l
m..§§¥i



WACC FVROR Capital
Structure

Cost of
Equity

Cost of Debt

Staff 8.8% 7.6% 75.6%
equity/24.4%
debt

10.0% 5.0%
(includes
short term
debt

Company

RUCO

9.6% 9.96% 76.6%
equity/23 .4%
debt

11.5% 4.92%
(includes
short term
debt)

6.38% 6.38% 76.75%
equity/19. 17%
long term
debt/4.08 %
short term debt

6.83% 5.34%

Chaparral filed, in this docket, an application for die approval of permanent rates in

2 September 2007. In this application the Company was seeldng a 41.14% increase over test year

revenues. Staff moved to suspend the time clock on that application because the Remand Proceeding

was pending and its outcome would impact the September 2007 application. The ALJ granted Staff's

motion. Further, by her January 18, 2008 procedural order, the ALJ directed the parties to continue

discovery, in order to minimize any delay in the implementation of new rates. Additionally, the ALJ

ordered that a hearing be scheduled as soon as practicable after the issuance of a final order in the

4

5

6

7

8 Remand Proceeding

On July 7, 2008, the Company tiled a "Notice of Implementation of Interim Rates Pursuant to

10 Arizona Revised Statutes ("ARS") § 40-256." The Company's filing stated that the Company

l l intended to unilaterally implement an increase in its rates on an interim basis on August 18, 2008, and

12 to provide notice to its customers of its intention within 10 days otter its July 7, 2008 tiling. The

13 Company subsequently agreed to hold in abeyance its intent to implement interim rates and proceed

14 with its rate application in the instant case

SUMMARY OF THE PARTIES RECOMMENDATIONS

The following is a summary of parties' positions regarding Cost of Capital
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STAFF'S METHOD FOR DETERMINING
REASONABLE AND SHOULD BE ADOPTED.

OPER.ATING INCOME IS

A. EiTect of Remand Proceeding.

i

In Chaparral 's 2004 rate proceeding, which culminated in Decision No. 68176, the

5 Commission determined operating income, and set rates in a manner consistent with its prior

6 decisions. The Commission determined operating income by multiplying the weighted average cost

7 of capital ("WACC") by the original cost rate base ("OCRB"). The resulting product was then

8 divided by the fair value rate base ("FVRB") to determine a fair value rate of return ("FVROR").

9 Under this method, the operating income, determined by multiplying the FVRB es the FVROR,

10 provided the sameoperating income as multiplying the WACC by the OCRB.

11 Thereafter, the Company appealed the Commission's decision to the Arizona Court of

12 Appeals, asserting primarily that the Commission had not used the Company's FVRB when

13 determining its rates. The Court of Appeals agreed with the Company, in part, and remanded the

14 case to the Commission.

15 In Decision No. 70441 ("Remand Decision"), the Commission rev ised the method of

16 calculating operating income.2 The Commission calculated operating income by multiplying the

17 FVROR times the FVRB. The Commission used a FVRB that reflects a 50/50 weighting of OCRB,

18 and the reconstruction cost new rate base ("RCND"). This was not in dispute. However, the parties

19 did dispute the method for determining the FVROR. Chaparral urged the Commission to apply the

20 W ACC to the FVRB. This is the methodology the Company continues to advocate in this

21 proceeding. The Commission adopted a FVROR by adjusting the WACC to reflect a 2.00 percent

22 reduction to the cost of equity as an inflation adjustment but not the cost of debt ("Method 1"). The

23 Remand Decision left the door open for adjustments to the adopted formula. Specifically, the

24 Remand Decision states: "Although we believe that the cost of debt may ref lect the effects of

25 inf lation, we are not convinced that the ev idence presented in this proceeding is .developed

26 sufficiently enough to make that determination with certainty."3 In this proceeding Staff offers a

27

28 2 Dec. No. 10441, Docket No. W-02113A-04-0616 (July 28, 2008).
RemandDecision at 36.

3
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1 refinement of the methodology developed in the Remand Proceeding to account for inflation within

2 Lhe cost of debt.

3 B. Staff Recommends An Adjustment To Remove The Inflation Component.

4 Staff recommends a FVROR that includes an adjustment to remove the irNlation component,

5 i.e. an "accretion return" from the cost of debt. Staff Witness Gordon Fox testified that inflation is

6 recognized, in financial literature, as a component of debt.4 Mr. Fox further testif ied that Staff

7 studied the correlation between inflation and the cost of debt and noted that there is a high correlation

8 of interest rates with infladon.5 Staff recommends the removal of half of the inflation component

9 from the cost of equity and the cost of debt.6 .

10 Staffs recommended method for calculating operating income, multiplies the FVROR dines

l l the FVRB. In using this method, the FVRB reflects a 50/50 weighting of the original cost rate base,

12 and the RCND and the FVROR is the WACC reduced by half of the inflation/accretion return factor.

13 Staff refers to this method as Method 2.

14 The Company criticized this method claiming that it fails to account for the impact of

15 inflation on the other aspects of the Company's business such as operating expenses and earnings

16 resu1ts.7 Staff witness Fox testified that the adjustment made to inflation on the WACC (to arrive at

17 the FVROR) is not an adjustment to reflect matching, FVROR is forward looking, and operating

18 expenses are matched historically with revenues.8 Mr. Fox further testified that an adjustment tO the

19 WACC toarrive at the FVROR is necessary to avoid double counting of inflation that is found in the

20 RCN and in cost of equity and debt.9 FiMlyMr. Fox explained that the ratemaking framework

21 recognizes that there may be inflation in. operating expenses and that such recognition of inflation in

22 operating expenses should encourage utilities to provide eflficiencies.'°

23

24

25
4

2 6  :

2 7  :

28 Jo

Ex. S-5 at 5.
Ex. S-5 at 7.
Id.
Ex. A-21at 15.
Tr. 46121-7.
Tr. 46128-15.
Tr. 461 :20-25.

4
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1 The Company continues to assert that the WACC should be applied to the Company's fair

2 value rate base to determine the Company's required operating income." However, the Commission

3 rejected the Company's argument in Decision No. 68176 and it was also rejected in the Remand

4 Decision. Further, the Company's argument cannot be reconciled with the Court of Appeals'

5 decision in Chaparral City v. Arizona Corp. Comm 'n 12 The Commission, in the Remand Decision,

6 found the company's arguments unpersuasive.l3 The Court of  Appeals ruling was limited to a

7 criticism of how the Commission calculated its adjustment to t he  W ACC-not whether the

8 Commission may undertake such an adjustment and did not specifically require the Commission to

9 undertake any specif ic methodology when determining the fair value rate of  return." The

10 Company's arguments are simply a rehash of its position in the Remand Proceeding and add nothing

l l new to assist in a determination of just and reasonable rates in this proceeding.

12 The Company, in its Rebuttal criticizes Staff's use of Method 2. Staff wanted to be clear that

13 the method adopted in the Remand Decision isstill a viable alternative. Staff Witness Elijah Abinah

14 testified that there are two methods for the Commission to consider."

15 Staff asserts that using Method 2 benefits a utility by providing higher returns when its

16 property appreciates at a rate exceeding the additional return required by investors due to inflation.

17 This method represents a fundamental change from the "prudent investment" or "historical cost"

18 approach, where a utility is compensated for the actual cost or property prudently invested.l6 In its

19 previous rate case, Chaparral objected to the use of the historical cost approach as results oriented."

20 This refinement to Method 1 should alleviate the objections raised by the Company.

21

22

23 The latter half of 2008 saw extreme and unprecedented volatility in the world's financial

24 markets. The United States economy worsened to the point that the only similar comparison was of

25
ll

26 in
1:

27 "
is

28 "17

111. STAFF'S COST OF CAPITAL RECOMMENDATIONS ARE REASONABLE AND
SHOULD BE ADOPTED.

Ex. A-21 at 2.
1 CA-CC 05-0002, (Ariz. App. 2007) (Unpublished).
Remand Decision at 29. .
Chaparral City at 13, 1[ 17.
Tr. 55224-6.
Ex. S-5 at 10.
Remand Decision at 8.

1

5



1 ;he Great Depression. Because of the unique volatility of the U.S. financial markets, Staff sought the

2 advice of a national expert in the area of cost of capital. During the course of preparing its surrebuttal

3 testimony, Staff realized that its cost of capital numbers were markedly skewed from the cost of

4 capital recommendation in its direct testimony. As a result, Staff thought it was necessary to present

5 testimony from a national expert to ensure that a complete record was made to assist the Commission

6 in making its determination of just and reasonable rates. Staff substituted Dave Parcell as its cost of

7 capital witness. Mr. Purcell adopted portions of the direct testimony of Pedro Chaves, Staffs initial

8 cost of capital witness.l8 .

9 The Company is requesting a return on equity of 11.5% and an overall return on its FVRB of

10 9.96%, which is equal to the wAce." In response, the Company asserts that to adopt a rate ofreturn

l l that is lower than the current cost of equity is unjust and confiscatory.2° The Company simply

12 ignores the relationship between economic conditions and the cost of capital. The court held in

13 Bluefelal:

14

15

16

17

18 Staff contends that the Company's methods to derive its cost of equity ignore the realities of the

19 current market conditions. The Company seems to imply that because Staff has departed from die

20 methods that it previously used to calculate cost of equity, Staff and the Commission are somehow

21 precluded from using another method. But Staff recognizes that these are not normal times and that

22, such times as these may require a departure from its prior recommendations. The Commission may

23 consider all of the available evidence and may use its expertise to reconcile the evidence and develop

24 a reasonable resolution. The ratemaking process does not lend itself to rule formulation because

25 relevant factors may be given different weight at the discretion of the Commission at the time of

26

27 is19

28 go

"What annual rate will constitute just compensation depends upon
many circumstances and must be determined by the exercise of fair and
enlightened judgment, having regard to dl relevant facts...A rate of
return may be reasonable at one time and become too high or too low
by changes affecting opportunities for investment, the money market
and business conditions generally.9,21

Ex. S-8.
Ex. A-l8 at 2.
Id.
Bluqield Water Works' v Public Service Commission of West Virginia 262U.S. 679 (1923).

6
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a I

l inquiry." Staff has proposed a more reasoned approach to the cost of capital methodology to account

2 for the volatile market conditions.

3 In its rebuttal, the Company, in calculating its cost of equity using the Discounted Cash Flow

4 ("DCF") model and the Capital Asset Pricing Model ("CAPM"), noted that its cost of equity had

5 increased since its direct filing." By its supplemental rejoinder filing in December, its cost of equity

6 analysis yielded a cost of equity of 13%. The Company used spot or current stock prices and interest

7 rates to develop its cost of capital using the DCF and CAPM models. Although the Company

8 continues to request l 1.5%, its own analysis supports Staff's position that the use of the standard

9 models in this economic climate yields skewed results.

10 In the 27 day interval between the Company's ti l ing of its Rejoinder testimony and its

l l Supplemental Rejoinder, its DCF results changed 40 basis points and its CAPM results changed 70

12 basis points. It is doubtful that the Compa.ny's cost of equity actually changed 40 to 70 basis points in

13 such a brief time period.24 Such a change speaks to the volatility of the market and the need to

14 depart, during this time in the country's economic history, from the models and the inputs typically

15 used by Staffs Staff witness Parcell testified that in this current economic and financial market

16 environment, spot prices for stocks should not be used. The Company and Staff used spot prices in

17 prior rate cases. Mr. Parcell testified that it is unwise to use spot prices, at this time, in the standard

18 market models. The reason is that market models such as the DCF and CAPM are forward looking,

19 assuming that stock prices and interest rates reflect current expectations of the fixture, which is not the

20 case at this time in our country'S history."

21 Staff  witness Parcell also cautions against the use of the CAPM model in the current

22 environment, as Staff and the Company have traditionally used it. He recommends using both

23 arithmetic averages and geometric averages in the development of the historic risk premimn,"

24 whereas Staff has traditionally used the arithmetic averages as a component of its historic risk

25 premium. Mr. Parcell noted that, since investors use both arithmetic and geometric average returns,

26 22

27 pa
z4

28 3

Morris v. Ark. Corp. Comm in, 24 Ariz. App. 454, 457, 539 Pad 928, 931 (1975).
Ex. A-20 at z.
Tr. 745-746.
Tr. 740:10-19.
Ex. S-7 at 10.

7
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1 :eth should be considered in the development of a historic risk premium. With respect to the current

2 risk premium, Mr. Parcel testified that he has confers with the growth component that is normally

3 used by Staff in the development of its current risk premium. Mr. Parcell's concern lies with the fact

4 that the growth component of a DCF, derived return on equity, is based upon a potential increase in

5 stock prices for the 1700 stocks covered by Value Line. Because current stock prices are depressed,

6 the use of an appreciation potential from a low base naturally reflects a higher-than-normal growth

7 rate." Mr. Parcell has the same concerns with the Company's use of stock price growth as the

8 growth component."

9 The Company asserts that there is little or no inflation in comparing the differential between

10 long-term treasury bonds and long-term interest. rate swaps using the same maturity to develop a

l l proxy for inflation.29 The Company asserts that, because this proxy for inflation was deemed to be

12 very small in the current markets, it is also small for the FVRB determination and the FVROR. Staff

13 witness Parcell testified that, in normal times, this may be a reasonable way to look at inflation,

14 because the proxy developed shows the difference between inflation-indexed bonds and non-inflation

15 indexed bonds. However, bonds have been driven to such low levels because of the flight to quality

16 that it may be wise to consult other indicators of projected inflation, like the Blue Chip Economic

17 Indicators.3° In fact, Mr. Purcell referenced his refiled testimony in Docket No. E-1345A-08-0172,

18 where the consensus forecast for inflation was 2 to 2.5 percent, which coincidentally was Staffs

19 forecast recommendation in August 2008." In Mr. Parcell 's opinion, economists' opinions of

20 projected inflation would be a better indicator than a comparison of treasury bonds offered by the

21 Company."

22 Chaparral seems to conclude that as a regulated entity, it should somehow be shielded from

23 the negative impacts of today's economy that affect its ratepayers and virtually every other business.

24 It would be unfair for Chaparral to claim that its risk and/or required return should be higher at this

25

26 27
Zs

27 29
30

28 3132

Id at 11.
Id at 15.
See generally Ex A-17.
Tr. 748-749.
Tr. 749:6-22.
Tr. 749-750.
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R in R. itéhell, Raff Attorney
Amanda Ho, Staff Attorney
Wesley Van Cleve, Staff Attorney
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

1 inc. Company witness Bourassa evaded the question when asked whether Chapaxral's position was

2 hat, in this time of recession, its ratepayers should pay more, responding only with the statement that

3 he cost of equity should be enough to attract investors." Clearly the Company is not focused on

4 what the impact would be On its ratepayers. Staffs cost of equity recommendation of 10% is

5 :insistent with recent Commission decisions" and results in the setting of just and reasonable rates,

6 aadancing the needs of the Company and its ratepayers in the tradition ofHope."

7 RESPECTFULLY SUBMITTED this 13th day of February, 2009.
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as Tr. 597:10-20.
ea See Decision No. 70665,Docket No. G-01551A-07-050, In the matter of the application of Southwest Gas; Decision
No. 70011, Docket No. G-04204A-06-0463 In the matter of the application of UNS Gas, Inc.
as The Court stated: ..."the fixing of 'just and reasonable' rates, involves a balancing of the investor and the consumer
interests." FederalPower Commissionv Hope Natural Gas,320 U.S. 571, 64 S.ct. 281 (1944).
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IN THE MATTER OF THE APPLICATION OF
CHAPARRAL CITY WATER COMPANY, INC.,
AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE FAIR VALUE OF
ITS UTILITY PLANT AND PROPERTY AND
FOR mcmAsEsm ITS RATES AND
CHARGES FOR UTILITY SERVICE BASED
TI-IEREON.

STAFF'S Q0ST 0F CAPITAL REPLY
BRIEF

11 The Utilities Division of the Arizona Corporation Commission ("StaH") hereby responds to

12 the Closing Brief of Chaparral City Water Company (echapanal City" or "Company" or "CCWC")

1 3 t h a t  w a s  f i l e d  o n  F e b r u a r y  1 3 ,  2 0 0 9 .  S t a f f  r e c o m m e n d s  t h a t  t h e  C o m m i s s i o n :  ( 1 )  a d o p t  a  f a i r  v a l u e

1 4 r a t e  o f  r e t u r n  ( " F V R O R " )  f o r  t h e  C o m p a n y ,  u t i l i z i n g  S t a r f f '  s  M e t h o d  2 ,  7 . 6 % ,  ( 2 )  u s e  S t a t l t ' s  M e t h o d

15 2  a s  i n  t h i s  c a s e  t h e  m e t h o d o l o gy  t o  a d j u s t  t h e  W e i gh t e d  A v e r a ge  C o s t  o f  C a p i t a l  ( " W A C C " )  b y

1 6 m a l t i n g  a n  a d j u s t m e n t  t o  t h e  c o s t  o f  d e b t  t o  a c c o u n t  f o r  i n f l a t i o n .  N o t h i n g  p r e s e n t e d  b y  t h e

1 7 C o m p a n y ' s  C l o s i n g  B r i e f  w a r r a n t s  a  c h a n ge  i n  S t a f f ' s  p o s i t i o n s .

1 8 1 .

1 9 A s  a  p r e l u d e  t o  i t s  a r g u m e n t s ,  t h e  C o m p a n y  p o s e s  t h r e e  q u e s t i o n s  i n  i t s  b r i e f ,  w h i c h  s o u n d

2 0 s i m p l e ,  b u t  b e l i e  t h e  c o m p l e x  n a t u r e  o f  d e v e l o p i n g  a  c o s t  o f  c a p i t a l  r e c o m m e n d a t i o n :

2 1 1 .  W h a t  i s  t h e  b a s i c  c o s t  o f  e q u i t y  f o r  C h a p a r r a l  c i t y  i . e .  t h e  e s t i m a t e d  c o s t  o f  e q u i t y  o f  t h e  s a m p l e

2 2 u t i l i t i e s  u s e d  b y  t h e  p a r t i e s ?

2 3 2 .  I s  a  d o w n w a r d  a d j u s t m e n t  t o  t h e  c o s t  o f  e q u i t y  f o r  f i n a n c i a l  r i s k  a p p r o p r i a t e ?

2 4 3 .  S h o u l d  t h e  W A C C  b e  u s e d  a s  t h e  r a t e  o f  r e t u r n  o r  s h o u l d  t h e  W A C C  b e  a d j u s t e d  d o w n w a r d  t o

2 5 a c c o u n t  f o r  i n f l a t i o n ?

2 5 S t a f f  r e s p o n d s  t o  t h e s e  q u e s t i o n s  a s  f o l l o w :

2 7 l .  S t a f f ' s  r e c o m m e n d s  a  c o s t  o f  e q u i t y  o f  1 0 . 1 %  n o t  l l . 8 % .  T h e  C o m p a n y  i n  i t s  b r i e f  p e r s i s t e n t l y

2 8 m i s s t a t e s  S t a f f s  r e c o m m e n d a t i o n  r e ga r d i n g  c o s t  o f  e q u i t y .
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2. There are occasions when a downward adjustment of the cost of equity for Financial risk is

appropriate,but Staffs final position on cost of equity does not reflect any downward adjustment for

financial risk.

3. The WACC should not be used as the fair value rate of return and should be adjusted to account

for the effects of inflation.

II. STAFF'S RECOIVIIVIENDATION FOR COST OF EQUITY IS 10.1 PERCENT.

Staff has not recommended andis not recommending11.8% as its cost of equity. Contrary

to the numerous assertions by Chaparra1,2 Staffs cost of equity recommendation has never been

11.8%. The use of the phrase "basic cost of capital" in the Company's cost of capital closing brief to

somehow imply that Staff recommended a cost of equity of 11.8% is a misstatement of Staffs

position.; To be clear, Staff is recommending a 10.1% cost of equity.4 Staff's recommendation has

never been similar to or more than what the Company is recommending as the Company somehow

asserts.5 Presumably, the Company's persistence in misstating Staffs position, is either anattemptto

either make its recommendation of 11.5% appear more reasonable or merely reflects the Company's

lack of understanding of Staffs position.

Chaparral also claims that "Staffs final post4hearing position relies on Mr. Chaves' direct

testimony.6 This too is incomplete. As outlined in Staffs initial cost of capital brief, Staff substituted

its cost of capital witness due in large part to the economic climate that existed and continues to exist.

Staff filed Surrebuttal testimony of Staff Witness David Parcell, which was admitted into evidence.

In addition, Mr..Parcell adopted portions of Mr. Chaves' direct testimony. It is a mischaracterization

of the record and the chain of events in this case to imply that Staff relied solely on Mr. Chaves'

direct testimony.

I See Decision N o . 70372, In the matter ofArz2ona-American Water Company, Docket No. WS-01303A-06~0403, where
a 150 basis pol mt downward adjustment was approved.
2 CCWC COC Br. at 1, 2, 28, 32, 29; Prehearing TR 14-15.
3 CCWC COC Br. at 2.
4 TR736:1-15. Mr. Parcell's corrected a math error found `m pre-tiled testimony; the correct cost of equity
recommendation is 10.1% .
5 CCWC Cl. Br. at 33, 51.
6 CCWC cl.  Br.  at 7, 49.
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1

2
adjustment of 180 basis points...to reflect the lower financial risk of the Company".7

3

Chaparral claims that Staffs actual return on equity recommendation "reflects a download

Later in its

. This is alsobrief, the Company states that Staffs adjustment is based on the Hamada Equations.

s

4 incorrect. Staff's 10.1% recommendation is based on Staff witness Pacell's DCF and CAPM

5 findings, as adopted from Mr. Chaves' analyses, and does not use the Hamada adjustment to make

6 any adjustment for financial risk.9

7 Chaparral seeks to purposely ignore the testimony of Mr. Parcell, stating, "Mr. Parcell's

8 testimony has limited relevance to this case."'0 Perhaps the Company's failure to recognize Mr.

9 Parcell's testimony explains the Company's numerous misstatements of Staffs position. Staff

10 requested and was granted permission to substitute David Parcell as its cost of capital witness. Mr.

11 Parcell prepared testimony as well as adopted portions of Mr. Chaves' testimony. Mr. Parcell's

12 testimony represents Staff's position. It is the Company's choice to refuse to address Staffs positions

13 as offered mmu staff witness Parcell.

14 As Chaparral correctly notes, the most recently authorized con of equity for Chaparral is 9.3

15 percent." The Commission's methodology for arriving at this cost of equity has withstood the

16 scrutiny of the Court of Appeals." The Court of Appeals rejected the arguments of the Company and

17 affirmed the methodology employed by the Commission. Staffs cost of equity recommendation is

18 l0.l%, an 80 basis point increase &on that authorized by Decision No. 681.76 and Decision No.

19 70441 ("the Remand Decision"). The Company recommends a cost of equity of l l.5%, a 220 basis

20 points increase." The Company has failed to justify why, as a regulated monopoly that has more

21 access to the capital markets" than most and that is somewhat shielded from the volatility of today's

22 market, it should be enticed to such a large increase in its cost of equity. Start's recommendation on

23 the other hand is the more reasoned and sound approach.

3; i§§."',25§,§§2' 51, 52.

9 Ex. s-7.
26 10 Id. at 49.

" ccwc cl. Br. at 4. .
27 iz Chaparral City Water Co. v. Arizona Corp. Comm 'n, 1 CA-CC 05-0002 at27, 148 (Ariz-Arm20075 (Unpublished).
28 1317;/Company's actual calculation of its cost of capital yielded 12.7%, but in the spiritof compromise, was proposing

" TR 193.
3



1

THE coMMIssion WAS CORRECT WHEN IT REJECTED THE COMPANY'S
POSITION TO APPLY THE WEIGHTED AVERAGE COST OF CAPITAL TO THE
FAIR VALUE RATE BASE.

1

2 111.

3

4 The Company's proposed rate of return methodology, adopting the WACC as the FVROR

5 and applying it to the FVRB, produces excessive returns. The Commission made this finding in

5 Decision No. 68176 and the Remand Decision.l5 Because using the Company's methodology

7 produces returns that would be excessive, the resulting rates would be neither just nor reasonable.

8 Yet, Chaparral continues to advocate for this methodology. Twice the Commission has soundly

9 . rejected the methodology advanced by the Company. The Court of Appeals in Chaparral City noted:

10 "The commission asserts that it was not bound to use the weighted average cost of capital as the rate

11 of return to be applied to the FVRB. The Commission is correct. (emphasis ad<1ed)." Thus, the

12 Court of Appeals found that the Commission, in the exercise of its discretion, may determine the

13 appropriate methodology. Because of the Commission's previous determinations, coupled with the

14 decision from the Court of Appeals, it is clear that the Company's testimony is largely irrelevant and

15 certainly not aimed at assisting the Commission in developing a method for adjusting the WACC that

15 wil l both comport with the ArizonaConstitution and lead to a reasonable return.

17 While the Company calls the results of the Commission's result in the Remand Proceeding,

18 "anomalous", the Commission was completely within its constitutional authority to craft a

19 methodology that removed the effects of inflation." Staffs position is simple, while the

20 methodology set forth in the Remand Decision is certainly viable, Staffs refinement of that

21 methodology, addresses the issue of inflation as a component of debt.

22 Despite the Commission's authority, the Company is persistent in its efforts to re-litigate this

23 issue.l8 The Company claims that one of its reasons for restating its arguments from the Remand

24 Proceeding and the appeal is to assure that it did not appear to waive its right to assert that the

25
is Decision Nos. 68176 at 26-27, 70441a¢4.

26 16 Chaparral City Water Co. v. Arizona Corp. Comm 'n, 1 CA-CC 05-0002 at13-14, 1[ 17 (Ariz.App.2007)
(Unpublished). _

27 17 CCWC cl. Br. at 6; 70441at 37.
is In order to make a complete record, Staff would request that the Administrative Law Judge either admits Staffs

28 testimony in the Remand Proceeding as a late-tiled exhibit or take administrative notice of the complete record of Docket
No. W-02113A-04-0616. 4

4



_lllll

1

1

2

3

4

5

6

7

8

9

10

11

12

approach adopted in the Rernand Proceeding was erroneous." The Company also relies on the

arguments it preferred in its application for rehearing in Docket No. W-02113A-04-0616."

The Company is still advocating for a methodology that would produce higher rates. Staff

contends that a methodology that produces comparably higher rates would appear to conflict with the

most basic tenets of rate regulation, i.e., that a utility should be provided with rates that will allow it

an opportunity to earn a return that is comparable to those of similarly situated enterprises.21

The Commission found in the Remand Decision that applying WACC to the FVRB would

inappropriately allow inflation to be reflected in both the WACC and in the FVRB, and that while the

inflation is not necessarily "doubled", it is overstated." The Commission adjusted the WACC to

remove the inflation component." As stated in Staff's Opening Brief; Staff has proposed an

alternative methodology: Method 2 that adjusts the debt component of the WACC. to account for

inflation.24
13

The Company offers a number of criticisms to Staffs determination of its FVROR
14

recommendation that was used to derive its operating income recommendation. Contrary to the
15

16
Company's criticisms, Staff does not, as the Company suggests, misapprehend the basic requirement

that rates cannot be based on investment but must be based on the fair value of the utility's
17

18

property." Sta1*f's Method 2 benefits a utility by providing higher returns when its property

appreciates at a rate exceeding the additional return required by investors due to inflation."i
I 19

20
In support of its argument, the Company relies upon a North Carolina case, State ex rel.

Utilities. Comm'n v. Duke Power C0.,27 in which the court determined that North Carolina's

21
ratemaldng statutes, required their commission to treat the difference between the OCRB and the

22
FVRB as equity. The Company continues to ignore, as it did in the Remand proceeding, thei

i
l

23

" Ex A_20 at 6.
24 20 Ia.

2 1  go. » .Ono xuluxu so ow unluzmy uvvuvs ¢u.u\.uu» iv vvuAAAxvAlnu.Annv WALIA Lvssuus Vu u.\vvouALvu\u Lu ul.uvA vol-wzynulvu uuvuls

2 5 corresponding risks." Federal Power Commission v Hope Natural Gas; 320 U.S. 591, 603, 64 S.ct. 281, 288 (1944).

zz Decision No. 70441 at 36.
26 pa Staff refers to this methodology as Method 1.

z4 staff coe op. Br. at 4.
27 zs Company C1. Br. at 13; Chaparral City Water,1] 16 (citing Ariz. Water, 85 Ariz. at 203, 335 P2d at415 and Simms,80

Ariz. Ar 151, 294 P2d. at 382).
26 Ex. s-5 at 10.
27 206 s.E.2d 269 (1974).

28

5
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1
Commission's status as a consdtutionadly created entity, with plenary Powers over ratemaking. In

2
1

I
I 3

4

I
I

I
5

6

7

North Carolina, as in most other states, the state's police power regarding ratemaldng resides with the

legislature. The North Carol ina court in Duke Power and in prev ious cases dealt with the

interpretation of a state statute and accordingly concluded that the statute required its commission to

treat the difference between OCRB and the FVRB as equity." By contrast, Arizona's Constitution

places the state's ratemaking authority exclusively with the Commission.29 The Commission in its

Remand Decision also noted the company's misplaced reliance on Duke Power:
8

9

10

11

The Company's reliance on [Duke Power] is misplaced. In that case, the North
Carolina supreme Court remanded the issue of the appropriate fair rate of
return on the fair value of Duke Power's properties because it was apparent to
the court that the North Carolina Commission had made its determination
"through a misunderstanding" of another decision by the Court."

12

13

14

The Company also cites City ofAlzon v. Commerce Comm 'n as holding that the cost of capital

methodology can be used to derive a return on the fair value of its assets.31 As the Commission noted

in the Remand Decision:15

16

17

18

19

20

Although the Supreme Court of Illinois does discuss the rate of return with
FVRB, it finds that several methods of computing the appropriate rate of return
might be used, such as subtracting out debt and operating costs &on revenues
to "produce net income allocable to equity, subtracting the par value of debt
and preferred stock, to reflect that all 'increments in value belong to equity or
dividing fair value as book value. These mediods seem to be after the fact
determinations as opposed to methods to use or determinations made to set
rates. As such they are not helpful in Arizona. 32

21

22

23

The Company appears to argue that the appreciation in the fair value of its plant is the sole

province of the shareholder, because the shareholder has no ready means to obtain that appreciation."

Staff contends that the investors anticipate a return from the appreciation of utility plant that is24

25

26
\

27

21See 206 S.E.2d at 396; Utilities Comm 'n v. Tel. Co., 189 S.E.2d 705, 720 (1972).
"Arizona Corp. Comm 'n v. State ex rel. Woods, 171 Ariz. 286, 297, 830 P.2d 807, 818 (1992).
so Decision No. 70441 at 24.
" 165 n.E.2a513 (Lu. 1960).
32DecisionNo.70441 at 25-26. The Commission noted that these detenunisuaticms appear to be "fall out mmnbers".
33 CCWC cl. Br. at 66-67.

I

28
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18
I

1

1 subsequently included in rate-base, which is the effect of using RCND as a component of FVRB. In

2 other words, investors am their total return through appreciation and current rates. Further,

3 Chaparral's view ignores the fact, that while the plant is in rate base, ratepayers pay the expenses, the

4 taxes, and the fair return related to the propMy.34 Accordingly, the full risk of the gain or loss does

5 not lie with die investor."

6 The Company alleges that Staffs Method 2, which makes an inflation adjustment to both the

7 equity and debt portions of the Company's capital structure is improper." The Company further

8 asserts that the embedded debt cost is not affected by inflation once the debt is issued. This argument

9 shows that the Company has a fundamental misunderstanding of Staffs Method 2. Table 2 in Staff

10 I witness Fox's direct testimony presents a method for adjusting the FVROR for inflation by adjusting

11 the wAce." This method supports Staffs position that the costs of equity and debt include an

12 inflation component that should be removed to arrive at the FVROR. The same FVROR (7.6%) will

13 result using a method that reduces the WACC (8.8%) by the inflation factor (l.2%). Although

14 I Methods 1 and 2 are mathemadcally identical, Mr. Fox explained that Staffs Method 2 adjusts for

15 l inf lation reflected in plant." Stay made an inflation adjustment to the FVROR to remove the

16 l inflation in the plant. Staff did not make an adjustment to remove inflation from the Company's

17 l embedded cost of debt nor ham the cost of equity,

I The Company argues that Staff has obscured the fact that the Commission uses the pre-

19 existing cost of debt, not the current market debt cost, through the use of a graph which compares the

20 CPI and yields on intermediate term Treasuries &om 1962 to 2008.39 Staff witness Fox utilized a

21 I graph to demonstrate the correlation between inflation and the cost of debt. The graph shows a lag

22 between inflation and the market .responses.4° The graph further supports Staffs position that

23 I because inflation is a component of the cost of debt the inflationary adjustment (accretion rate)
24

25 4 See Re Calyfomia Water Service Co., 56 CPUC 2d 4, 155 P.U.R. 4th417, 1994 WL 652720 (Cal. P.U.C. 1994).
as Id. (noting that sharing the gain of the sale of uti l i ty plant recognizes ratepayers' contributions to

26 I mitigating risk).
36 CCWC Closing Br at 67.
37 Ex. s-5 at 9-10.
so TR. 508-509
as ccwc c l. Br. at 67.
40 Ex. S-5 at 4.

27

28

n
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1

2
should apply to the entire plant, not just to the portion funded by equity. Therefore, the Company's

embedded debt cost and the portion of that cost that is attributable to inflation remains fixed and is
3

irrelevant.
4

The Company argues that is there is no inflation 'm the cost of debt. Staff disagrees. Staff

5

6

7

8

9

10

11

12

13

14

15

16

provided through testimony several sources that support the concept of inflation as a part of the cost

of debt, none of which were controverted by the Company." Contrary to the Company's assertion

that inflation is not a component of the cost is debt, the Company acknowledges in footnote 279 of its

brief that inflation is a component of the cost of debt." The statement in the footnote suggests that

an investor will bid at different prices for debt instruments that pay fixed interest depending upon the

expected interest rate; effectively, the investor sees the fixed cash flows divided into principal and

interest portions in different amounts depending upon the inflation rate. This change in the interest

rate reflects the change in the debt cost that the investor requires due to inflation. It may be helpful to

consider these various recommendations by considering the nature of the inquiry underlying the

determination of a FVROR. Such a determination requires the exercise ofjudgment.

In determining an appropriate FVROR for Chaparral City, the Commission may consider all

of the available ev idence and may use its expertise to reconcile the evidence and develop a
17

reasonable resolution. In other words, the Connnission is not bound to adopt the speci f ic

18

19
recommendation of any particular expert, but instead may use its expertise to synthesize the evidence

and arrive at a reasoned policy judgment."
20

Iv. CONCLUSION.
21

22

23

Sett ing FVROR is within the discretion of  the Commission, despite the Company's

protestations to the contrary. As such, the Commission is mindful that not only must the FVROR be

set to allow a utility to attract capital and provide a fair return, but that the Colmnission must also
24

25

26

27

" Ex. s-5 at 6.
42 Fn. 279 states "in some cases, there may be a secondary market for bonds, notes and other debt instruments. The price
that a purchaser is willing to pay for a particular debt instrument is affected by a number of different factors, including
expected inflation
n See Maine v. Norton,257 F.Supp.2d 357, 389 (D.Me. 2003); Ci6zen.s
247 S.W.2d 510, 514 (1952)

m_1 l'*-
131. L,o.

_ n-r-1-- n. I n- :__ _IV4 4...Ir_v .  rurmc oerv xce umm n VJ Aenzuugyg



1 take into account the interests of the ratepayers.44 It is no easy task to balance the needs of such a

2 diverse constituent base. Staffs recommendations provide a more balanced approach that is mindful

3 of the Company's needs and the interests of the ratepayers. Staff respectfully requests that the

4 Commission adopt its recommendations of 10.1% cost of equity and 7.6% FVROR.

5 RESPECTFULLY SUBMITTED this 27th day of February, 2009.

6

7

8

9

10

11

12

RObin R. Mitc Staff Attorney
Amanda Ho, Staff Attorney
Wesley Van Cleve, Staff Attorney
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Original and thirteen (13) copies of the
13 foregoing tiled this 27"' day of

February 2009 with:
14

15

16

Docket Control
Arizona Corporation Commission
1200 West Washington
Phoenix, AZ 85007

17 Copies of the foregoing mailed this
13th day of February, 2009 to:

18

19

20

21

Norman D. James
Jay L. Shapiro
FENNEMORE CRAIG
3003 North Central Ave, Suite 2600
Phoenix, AZ 85012
Attorneys for Chaparral City Water Company

22 Daniel W. Pozefsky, Chief Counsel
RUCO
1110 West Washington Street, Suite 220
Phoenix, AZ 85007
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Craig A. Marks
Craig A. Marks, PLC
10645 n. Tatum Blvd.
Suite 200-676
Phoenix, AZ 85028
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I
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44 See Woods. 171 Ariz. at 296_ 830 P.2d at 817 (noting that leaidmate nuroose of Commission's xatemakinz authority is
to protect consumers)



lll\ll l

1

5
4

1
Phil Green

2 OB Sports F.B. Management (EM), LLC
7025 E. Greenway Parkway, Suite 550
Scottsdale, AZ 852543

I

I

I

I

4 Dale E. Hawley, Assistant Vice President
Counsel, Law Department

5 PACIFIC LIFE INSURANCE COMPANY
700 Newport Center Drive

6 Newport Beach, CA 92660-6397

7

8

9

10 I

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

I

10



ll

ARIZONA WA TER

I Direct Testimony of

Thomas M. Zepp

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.I
i
I

I.

Q.

A. My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

WHAT IS YOUR PROFESSION AND BACKGROUND?

I am an economist and Vice President of Utility Resources, Inc., a consulting

firm. I received my Ph.D. in Economics from the University of Florida. Prior to

jointly establishing our consulting firm in 1985, I was a consultant at Zinder

Companies from 1982-1985 and a senior economist on the staff of the Oregon

Public Utility Commission between 1976-1982. Prior to 1976, I taught business

and economics courses at the graduate and undergraduate levels.

I have been deposed or testif ied on various topics before regulatory

commissions, courts and legislative committees in 22 states, before two

Canadian regulatory authorities and before four Federal agencies. In addition to

cost of capital studies, I have testified as to incremental costs of energy and

telecommunications services, determined values of utilities' properties and have

presented rate design testimony.

WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED?

1

2

3

4

5

6

7

8

9 Q.

10 A.

11

12

13

14

15

16

17

18

19

20

21

22 Q.

23 A.

24

25

26

I have prepared and submitted studies or testified on cost of capital and other

financial issues before the Interstate Commerce Commission, Bonneville Power

Administration, and courts or regulatory agencies in Alaska, Arizona, California,

Hawaii, Idaho, Illinois, .Kentucky, Montana, Nevada, New Mexico, Oregon,

u:wv~'rEcAsazuoawmlm0ny\z¢ppv=l»al_o9o7o4.Doc
EXHIBIT
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Tennessee, Utah, Washington and Wyoming

My studies and testimony have included consideration of the financial

health and fair rates of return for Arizona Water in past cases and for Nevada

Bell Telephone, Illinois Bell Telephone, General Telephone of the Northwest

Pacific Northwest Bell, US.West, Anchorage Municipal Light & Power, Pacifi

Power & Light, Portland General Electric, Commonwealth Edison, Northern

Illinois Gas, lowa-Illinois Gas and Electric, Puget Sound Power & Light, Idaho

Power. Cascade Natural Gas, Mountain Fuel Supply, Northwest Natural Gas

Arizona-American Water Company, California-American Water Company

California Water Service, Dominguez Water Company, Hawaii-American Water

Company, Kentucky-American Water Company, Mountain Water Company, New

Mexico-American Water Company, Oregon Water Company, Paradise Valley

Water Company, Park Water Company, San Gabriel Valley Water Company

Southern CaliforniaWater Company, Tennessee-American Water Company and

Valencia Water Company. I have also prepared estimates of the appropriate

rates of return for a number of hospitals in Washington, a large insurance

company, and U.S. railroads

18 Q DO you HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO COST

OF CAPITAL ISSUES?

u:wzATEcAs E\2004\T/MIMdfly\Zlp¢\FIML000704.DOC

Yes. My article, "Utility Stocks and the Size Effect - Revisited," was published in

The Quarterly Review of Economics and Finance, Vol. 43, Issue 3 (Autumn

2003) 578-582. Also, I published an article "Water Utilities and Risk," in Water

The Magazine of the National Association of Water Companies, Vol. 40, No. 1

(Winter 1999), and was an invited speaker on the topic of risk of water utilities at

the 57th Annual Western Conference of Public Utility Commissioners in June

1998. I presented a paper entitled "Application of the Capital Asset Pricing

3



Model in the Regulatory Setting" at the 47th Annual Southern Economic

Association Conference and published an article entitled "On the Use of the

CAPM in Public Utility Rate Cases: Comment" in Financial Management

(Autumn 1978) 52-56. While on the staff of the Oregon Public Utility

Commission, I established a sample of over 500,000 observations of common

stock returns and measures of risk and conducted a number of studies related to

the use of various methods to estimate cost of equity for utilities. I was invited to

Stanford University to discuss that research

PURPOSE OF TESTIMONY, BASIC PRINCIPLES, SUMMARY AND

CONCLUSIONS

WHAT IS THE SUBJECT OF YOUR TESTIMONY IN THIS PROCEEDING?

Arizona Water ("Arizona Water" or "the Company") has asked me to estimate its

cost of equity and the fair rate of return on common equity. My study is based on

data available to investors in June 2004

15 Q. HOW IS YOUR TESTIMONY ORGANIZED?

In this Section II, the concept of a fair rate of return and a summary of my

analysis is presented

In Section III, the general risks of water utility common stocks and specify

additional risks faced by Arizona Water are discussed. I explain why the

Company's cost of equity should be increased by at least 50 basis points above

the cost of equity for samples of water Utilities used to determine benchmark

estimates of the cost of equity to account for added risk resulting from Arizona's

particular rate-setting system, from losing its Purchased Water Adjustment

Mechanism ("PWAM") and Purchased Power Adjustment Mechanism ("PPAM")

previously available in its Eastern Group systems, from inverted rates recently

imposed in the Eastern Group, and from continuing risk of not recovering all of its

U:lRF\TECA$E\200¢\T¢stlmony\Z1pv\Flr\lLWO7D4. DOC
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required costs to meet new federal arsenic maximum contaminant level ("MCL")

requirements. I also discuss other risks faced by Arizona Water that Arizona

Corporation Commission Utilities Division Staff("Staff") challenged in Docket No.

W-01445A-02-0619 ("Arizona Water's last GRC"), but at the Company's request,

do not propose a risk premium to account for such risks in this case.

Section IV provides an overview and perspective on what one should
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expect the fair rate of return to be in 2005 and 2006, the initial period when new

rates for Arizona Water will be approved, and develops my discounted cash

I

I

I
I
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flow ("DCF") equity cost estimates. In making my DCF equity cost estimates, I

have recognized that the Administrative Law Judges and subsequently the

Arizona Corporation Commission (the "Commission" or "ACC") relied exclusively

on estimates of the cost of equity made by Staff in Arizona Water's last GRC,

and in Arizona-American Water Company, Decision No. 67093, Docket No.

WS-01303A-02-0867, et al. I have acknowledged that fact by determining my

DCF equity cost estimates with methods used by the Federal Energy Regulatory

Commission ("FERC") instead of methods l presented in those cases. The

extremely low DCF equity cost estimates adopted by the Commission for water

utilities in 2004 depended on the way Staff implemented the capital asset pricing

model ("CAPM") and DCF model based on interest rates and data in 2003.

while I believe the methods the FERC uses to implement the DCF model are

conservative and may understate the cost of equity, the FERC approaches are

based upon many years of  deliberations and are clearly superior to the

approaches taken by Staff in 2003.

Section V presents equity cost estimates based on the risk premium

approach. In the two Commission water utility cases listed above, Staff relied

upon the original version of the CAPM to make its risk premium equity cost

5
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estimates. To make my risk premium equity cost estimates, I rely on the

methods and data the California Public Utilities Commission Staff ("CPUC Staff")

has used for many years to make risk premium equity cost estimates for water

utilities. These risk premium estimates are transparent and straightforward, and

they do not depend on the many choices and assumptions required to implement

the original version of the CAPM. In my opinion, equity cost estimates based on

the risk premium method and data relied upon by the CPUC Staff are clearly

superior to risk premium equity costestimates based on the original version of

CAPM that the Staff relied on in 2003.

Section VI presents a summary of the equity cost estimates based on the

FERC DCF approaches and the CPUC Staff risk premium approaches. I also

present additional information on past Commission decisions that corroborates

my equity cost estimates. This information shows that since December 2001,

Staff's revised methods of estimating the cost of equity have caused a

substantial decrease in equity cost estimates when compared to the equity

returns authorized by the Commission during the previous 10-year period.

Q. HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO

ACCOMPANY YOUR TESTIMONY?

Yes. I have prepared 15 tables and three attachments that support my

testimony.

Q. PLEASE PROVIDE SOME PERSPECTIVE AND AN OVERVIEW OF THE

ISSUES YOU ADDRESS IN YOUR TESTIMONY.I

l
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8
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1 0

1 1

1 2

13

1 4

15

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

Investors can choose to invest in many different types of assets with varying

degrees of risk. Those investments might be in real estate, or gold, or

collections of fine art, or financial assets. The financial assets run the gamut

from relatively low risk assets such as Treasury securities and somewhat higher

6UIvRATECASE\2004\TuMlmolly\ZDpp\FiniL080704.DOC
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risk investment grade corporate bonds to relatively high-risk shares of common

stocks. As the level of risk increases, investors require higher expected returns.

Common stocks of utilities are generally more risky and thus require higher

returns than investment grade bonds, which are secured debt instruments with

fixed repayment terms. Operating expenses, interest on debt and repayment of

principal take precedence over payments to common stock holders, and thus it is

the common equity shareholder of the utility who bears the greatest risk of

receiving expected returns. Conceptually,

Required return for
common stock uu-

Return on a
risk-free asset +

risk .
premium

where the risk premium required for common stocks will be higher than it is for

investment grade bonds.

Regulators generally set rates to recover a utility's costs of service. One

of those costs of service is the cost of common equity, the required return for the

utility's common stock. Rates that give a utility a reasonable opportunity to earn

the cost of equity are fair to customers of the utility. Such rates are also fair to

owners of the utility because the cost of equity is equal to returns expected to be

earned by other companies of comparable risk, is high enough to attract capital,

and allows the utility to maintain its financial integrity.

Q. HAS THE u.s. SUPREME COURT SET FORTH ANY STANDARDS THAT

APPLY TO EQUITY RETURNS?i

1
l
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Yes.

BlueNeld Watem/or1<s & Improvement Co. v. Public Utility Commission of West

Virginia, 262 U.S. 679 (1923):

A public utility is entitled to such rates as will permit it to

earn a return on the value of the property which it employs

7

In 1923, the U.S.Supreme Court set forth the following standards in

I

I

I
I
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! for the convenience of the public equal to that generally

being made at the same time and in the same general part

of the country on investments in other business

undertakings which are attended by corresponding risks and

uncertainties, but it has no constitutional right to profits such

as are realized or anticipated in highly profitable enterprises

or speculative ventures. The return should be reasonably

sufficient to assure confidence in the financial soundness of

the utility, and should be adequate, under off sent and

economic management, to maintain and support its credit

and enable it toraise the money necessary for the proper

discharge of its public duties. A rate of return may be

reasonable at one time and become too high ortoo low by

changes affecting opportunities for investment, the money

market, and business conditions generally

262 U.S. at 692-93

In Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591

(1944), the U.S. Supreme Court stated the following regarding the return to

owners of a company

[T]he return to the equity owner should be commensurate

with returns on investments in other enterprises having

That return, moreover, should be

sufficient to assure confidence in the financial integrity of the

enterprise, so as to maintain its credit and to attract capital

corresponding risks.

320 U.S. at 603
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1 Q. ARE THERE OTHER CONSIDERATIONS THAT SH0ULDBE RECOGNIZED?

Yes. In determining an appropriate return, consideration must be given to the

specific risks created by the nature and degree of regulation to which the utility is

subject, in addition to examining general economic and financial data for utilities

The Arizona Constitution, Arizona appellate court decisions, and the

Commission's policies and practices create a particular rate-setting system that

Emits the ability of Arizona utilities to earn a fair return on the value of their

property devoted to public service. For example, in Arizona there are Imitations

on out-of-period adjustments that are more restrictive than general rate case

procedures available to water util it ies in the sample I use to determine

benchmark equity costs estimates

Arizona Water also faces the risk that it will have unexpected costs in the

period in which new rates are in effect but will not be able to recover such

unexpected costs without a costly and lengthy general rate case. This particular

rate setting system increases risk and thus requires the Commission to authorize

higher rates of return on common equity ("ROE") than would be the case in

jurisdictions such as California, which use forecasted or projected test periods

and allow utilities to implement surcharges and Other mechanisms to recover

unexpected costs without going through a general rate case

Additionally, Arizona Water has higher risk because the Commission has

eliminated the Company's PPAM and PWAM in the Eastern Group and approved

inverted block rate structures for those water systems to encourage water

conken/ation. These added risks should be recognized when setting the fair rate

of return for the Company

25

26

Q. WHAT ARE THE IMPLICATIONS OF THESE ADDED RISKS IN THE

DETERMINATION OF A FAIR RATE OF RETURN FOR ARIZONA WATER?

u:wnATecAsE\2uwTssumanmz»pmFsn»l_noo1o4.ooc 9
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The added risks are important to customers and equity investors of Arizona

Water. From the perspective of customers, the cost of equity is another cost of

service, and customers' rates should cover that cost just as rates should cover

other costs of service. The rates customers pay should provide a reasonable

opportunity, but not a guarantee, for Arizona Water to earn that cost of equity.

From the perspective of equity owners, the added risks require rates and

rate adjustment mechanisms that provide a reasonable opportunity to earn a

return for its equity investors that maintains the utility's financial integrity, is

commensurate with returns on investments in other enterprises having

corresponding risks, and is sufficient to attract capital on reasonable terms. As l

discuss further below, Arizona Water is more risky than the water utilities sample

I rely upon to determine benchmark estimates of the cost of equity and thus its

required common equity return is higher.

Q.

A.

PLEASE SUMMARIZE YOUR TESTIMONY?

My findings and recommendations are the following:

1. The cost of common equity faced by Arizona Water is greater than the

cost of common equity that faces my water utilities sample:

(a) The Company faces risk that stems from the use of an historical

test year with limited opportunities for out-of-period adjustments.

The ACC eliminated its PPAM and PWAM in the Eastern Group.(b)

Such purchased power cost and purchased water cost adjusters
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(C)

are similar to ones available to the water utilities sample and thus

Arizona Water is now more risky than the water utilities sample.

The Company's arsenic treatment cost recovery mechanism

("ACRM") does not provide the opportunity to recover all

reasonable costs of meeting the new federal arsenic MCL.

10
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Arizona Water faces risk due to the Commission's proposed policy

that Staff consider the appropriateness of an inverted three~tiered

commodity rate structure for all water company rate cases to

encourage reductions in water use, which may destabilize and

(e)

(f)

•

•

reduce revenues.

Based on the risks discussed in (a), (b), (G) and (d) that are greater

for Arizona Water than for the water utilities sample, the Company

has an equity cost that is at least 50 basis points higher than the

benchmark water utilities.

Arzona Water is also more risky than the water utilities sample

because it is smaller and has more limited financial flexibility than

the sample companies. The Company, however, is not requesting

an additional risk premium to account for these added risks in this

proceeding.

The market cost of common equity faced by the benchmark water utilities

falls in a range of 10.2% to 11.4% at this time:

• Conservative estimates of the cost of equity derived with DCF methods

used by the FERC indicate the cost of equity for the benchmark water

utilities falls in a range of 10.2% to 10.4%,

Costs of equity derived from methods and data used by the CPUC

Staff to determine risk premium equity costs for water utilities indicate

the cost of equity for benchmark water utilities falls in the range of

10.6% to 11.4%.

Past Commission decisions for water and gas utilities indicate an

|
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average cost of equity of 11.0%. Given new risks faced by Arizona

Water, the authorized ROE should be higher than 11.0%.
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Based on the asks of the rate-setting system in Arizona, loss of the

Eastern Group adjustment mechanisms that allowed the Company to

recover changes in the costs of purchased power and purchased water,

an ACRM that does not offer an opportunity to recover all reasonable

costs and the risk created by the Commission's proposed policy for an

inverted rate design, I recommend an ROE of 11.25% be authorized for

Arizona Water in this case. My recommendation is slightly below the mid-

point of my estimated cost of equity range. (See Summary Table 15.)

RISKS oF WATER UTILITIES AND ARIZONAWATER

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLE OF WATER

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

My sample of water utilities is composed of American States Water, Aqua

America (formerly named Philadelphia Suburban), California Water Service

Group, Connecticut Water Service, Middlesex Water and SJW Corp., which are

the water utilities the Staff relied upon to determine benchmark equity costs in

two general rate cases for Class A water utilities in 2003. Table 1 lists bond

ratings, operating revenues and net plant for the six water utilities as reported by

C. A. Turner Utility Reports in June 2004.

DO you HAVE ANY GENERAL CONCERNS WITH THE DATA AVAILABLE

TO MAKE DCF EQUITY COST ESTIMATES FOR WATER UTILITIES?

Yes. Table 2 shows premiums that investors in water utilities have received

when water utilities were either acquired or merged with other rims. At the time

mergers or acquisitions were completed, investors received premiums that

ranged between 35% and 55% over market values. Value Line has advised

investors to expect such acquisitions and mergers to continue and to expect

prices from an acquisition to be as much as four times book value. (See

12
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DO YOU HAVE OTHER CONCERNS WITH MAKING DCF EQUITY COSTS

FOR UTILITIES IN THE Acc STAFF SAMPLE?
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Attachment 1) As a result, it is reasonable to expect that investors have bid up

prices for all water utility stocks to some extent to reflect the probability they may

be acquired at a premium, which lowers the result produced by the DCF model.

Table 3 confirms this has happened. It shows that common stock prices

for the water utilities in the sample have had an annual average percentage

increase during the last five years that exceeded annual average percentage

increases in dividends per share ("DPS"), earnings per share ("EPS") and book

value per share. The annual average increase in common stock prices also

exceeds an average of analysts' forecasts of future growth in Eps. With the

constant growth DCF model, in equilibrium, book values, common stock prices,

EPS and DPS would grow at the same rate. If investors have bid up those stock

prices in anticipation that some of the utilities may be targets for favorable

mergers or acquisitions, dividend yields will have been bid down and expected

future growth rates may not reflect the anticipated higher future prices. In such a

situation, application of the constant growth DCF model may produce negatively

biased estimates of the cost of equity for water utilities.

Yes. There are no forecasts of forward-looking growth for either Connecticut

Water Service or SJW Corp at this time. Staff has used past DPS growth, past

EPS growth and past sustainable growth (Staff calls sustainable growth "intrinsic

growth") as part of its measure of growth to be used in the DCF model. If an

average of those measures of growth for Connecticut Water Service is adopted

to make an equity cost estimate, that equity cost estimate would be 200 basis

points below the cost of investment grade debt expected during 2005 which, of

course, is not at all realistic. Table 3 shows past DPS growth has been 1.1%

13
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and past EPS growth has been 3.1% for Connecticut Water Service

growth from retained earnings has been 3%. Adding an average of those growth

rates to an average of the high and low dividend yields of 3.1% (see Table 4)

produces an indicated equity cost of only 5.6% ((3.1% x 1.024) + 2.4%), which is

not credible when the cost of Baa bonds is expected to be 7.6% during 2005 and

even higher during 2006, when the Company's new rates will be in effect. (See

Table 9) Various institutions that report investor analysts' forecasts of growth

(shown in Table 7) do not report such forecasts for Connecticut Water Service at

this time. For my implementation of the FERC DCF approach, I assume

investors expect Connecticut Water Service to have growth equal to the average

growth expected for other water utilities. This is the approach Staff took in past

cases such as the recent Arizona-American Water case

SJW Corp. poses the same problem. If an average of past growth in DPS

EPS and growth indicated by past retained earnings are used to estimate

growth, SJW Corp. has an indicated equity Cost that is 90 basis points below the

expected cost of investment grade bonds in 2005 and thus is not realistic. Table

3 shows past DPS growth has been 3.9% and past EPS growth has been 1.1%

for SJW Corp. Past growth from retained earnings has been 5.1%. Adding an

average of those growth rates to an average of the high and low dividend yields

of 3.2% (see Table 4) produces an indicated equity cost of only 6. 7% ((3.2% x

1.034) + 3.4%), which is not credible when the cost of Baa bonds is expected to

be 7.6% during 2005 and even higher during 2006. Various institutions that

report investor analysts' forecasts of growth (shown in Table 7) do not report

such forecasts for SJW Corp. at this time. For my implementation of the FERC

DCF approach, I assume investors expect SJW Corp. to have growth equal to

the average growth expected for other water utilities. Again, Staff has used the

14



same flawed approach in past cases

2

3

4

Q. DO you HAVE THE SAME CONCERNS WITH INCLUDING CONNECTICUT

WATER SERVICE AND SJW CORP. IN THE RISK PREMIUM EQUITY COST

ANALYSES?

No. In those risk premium analyses, the data problems with the application of

the DCF model are not an issue

7 Q. IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT HAS

TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND FEDERAL

WATER QUALITY STANDARDS AND OTHER REGULATORY MANDATES?

Yes. First, expected or unexpected requirements for additional capital spending

means the water utilities have to request rate increases more often and for larger

percentage increases in order to maintain fair rates of return. Regulatory

procedures are expensive, time consuming, increase uncertainty, and raise

doubts in investors' minds that regulators will authorize high enough rates and/or

rate adjustment mechanisms to enable the water utilities to earn fair rates of

return. This increases uncertainty about future returns and thus increases risk

Second, investors are concerned that regulators will delay inclusion of

new plant in rate base or not allow part of the dollars invested or operating costs

to be recovered.

adjustments, investments may not only be challenged but also may not be

In Arizona, because there are limitations on out-of-period

allowed in rate base because they are not considered appropriate out-of-period

I

a
I

adjustments. If such investments are challenged and there is any chance that

the Commission will disallow part of the dollars invested or will delay recovery

of the costs of those investments, risk increases. From an investor's point of

view, it is the potential for such disallowances, delays or exclusion from

consideration in setting new rates that increases risk. If additional investments

15unRATEcAsEwo0uTuuma-y\z¢ppv=l»u1_ca07u4 .Doc



were never required there would be no potential disallowances, delays or

possible exclusions and investor concerns would never arise, but, with the need

for increased investments, uncertainty arises and the risk increases.

With the need for a rate increase, delay in setting new rates as well as

uncertainty related to what those rates will be increases risk above the level of

risk faced by water utilities that can expect new rates to better match future costs

of service and have less delay in obtaining rate increases.

HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS ON

THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?

A. Yes, I have. Several years ago, before recent events in western power markets

occurred, I conducted a study of expected differences in bond costs and

common equity costs that faced electric utilities with different financing

requirements. I found that utilities with above average financing requirements

required an ROE that was approximately 80 basis points higher than was

required by an average utility. Higher financing requirements pushed up bond

costs, too.

Q. DOES THE RATE SETTING SYSTEM USED IN ARIZONA POSE ANY

SPECIFIC RISKS TO ARIZONA WATER THAT REQUIRES THE

AUTHORIZED ROE TO BE SET ABOVE THE MARKET COST OF EQUITY

FOR YOUR WATER UTILITIES SAMPLE?

Yes, it does. In its Duquesne decision, the U. S. Supreme Court stated:

[T]he impact of certain rates can only be evaluated in the

context of the system under which they are imposed . , ..

The risks a utility faces are in large part defined by the rate
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methodology because utilities are virtually always public
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monopolies dealing in an essential service, and so relatively
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immune to the usual market risks.

Duquesne Light Company v. Barascn, 488 U.S. 299, 314-15 (1989). Two state-

specific factors in Arizona make Arizona Water more risky than the utilities in the

water utilit ies sample I rely upon to determine benchmark cost of  equity

estimates. One factor is the legal constraint on Arizona water utilities that limits

their ability to obtain rate relief outside of general rate cases. The Arizona

Constitution, as interpreted in recent Court decisions, limits the ability of Arizona

utilit ies to utilize adjustment mechanisms, advice letter f ilings and other
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streamlined procedures to obtain recovery of costs outside a general rate case,

in contrast to many other jurisdictions. For example in RUCO v. Arizona

Co/poration Commission, 199 Ariz. 588, 20 P.3d 1169 (App. 2001), the court

held the Commission violated the Arizona Constitution because it authorized a

water utility to implement a surcharge to recover increased purchased water

costs without finding the utility's "fair value." These limitations on obtaining rate

relief in Arizona make it more risky for Arizona Water to do business than utilities

in the states that permit utilities to implement surcharges and other cost recovery

I
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mechanisms outside a general rate case.

Second, even in a general rate case, Arizona requires the use of historic

test years with limitations on the amount of out-of-period adjustments. This

process creates another state-specifc factor that increases risk and thus

required ROEs for utilities in Arizona. Other states, such as California, use

future test years or partially projected test years to better reflect future costs and

to match plant, expenses and revenues on a going-forward basis. Such

constraints on the determination of new rates in a general rate case make it

difficult to construct rates that allow Arizona Water to recover the costs of service

it will actually incur during the period when new rates are put in place.

17



These risks increase Arizona Water's required return on equity above the

level required by water utilities that operate in states that do not have such

limitations imposed, either by law or by agency policy, on the rate setting system

Under the Duquesne decision, the additional risk associated with the particular

rate setting system must be compensated with an ROE that is higher than would

be appropriate for the utilities in the water utilities sample. Because rate relief in

Arizona is generally limited to decisions made during general rate cases, there

are unavoidable delays in receiving such rate relief. If it takes the same amount

of time for Arizona Water to obtain rate relief as it did in Arizona Water's last

GRC and in Arizona-American Water's recent rate case, it will be late 2005 or

even early 2006 before new rates for Arizona Water go into effect

12 Q. DOES ARIZONA WATER FACE OTHER ADDITIONAL RISKS NOT FACED

BY UTILITIES IN THE WATER UTILITY SAMPLE?

20

Yes. Arizona Water faces risk that unavoidable purchased water and purchased

power costs in its Eastern Group systems will not be recovered and risk that

costs to treat arsenic that are not recognized by its ACRM will not be recovered

Generally, changes in purchased water and purchased power costs are

beyond the control of Arizona Water. In the Eastern Group rate case, Staff

recommended elimination and subsequently the Commission eliminated Arizona

Waterls PPAMs and PWAMs in the Eastern Group systems. The PPAMs and

the PWAMs are similar to cost adjusters available to. the water utilities in the

water utilities sample. Such adjusters reduce risk for the water utilities sample

UHFATEGAS E\2004\Tlslilll&NY\ZuP9\FII\ll_080704.DOC

and thus the elimination of the PPAMs and PWAMs in the Company's Eastern

Group systems by the Commission has made Arizona Water more risky than the

sample water utilities. Such risk is heightened by the fact that Arizona Public

Service has filed for increases in electric rates that Arizona Water must pay to

18



provide service to its customers but the magnitude of such rate increases on

the Company's operations is not known. Without the PPAM, such rate increases

that are beyond the control of Arizona Water, but approved by the Commission

pose a risk to Arizona Water that other water utilities with adjusters similar to

the PPAM would not have

6 Q. HAVE YOU STUDIED THE IMPACT OF RATE ADJUSTMENT MECHANISMS

THAT MITIGATE THE IMPACT OF .CHANGES IN COSTS .BEY0ND THE

CONTROL OF WATER UTILITIES ON REQUIRED RETURNS OF EQUITY?

9

10

Yes, I have. In California, prior to November 2001, unexpected outlays for

purchased water, purchased power and pump taxes were booked. to balancing

accounts and ultimately either refunded to customers or collected from

customers in the future independent of an earnings test. The California Office of

Ratepayer Advocates ("ORA") proposed a modification of the balancing account

mechanism that would continue the balancing accounts, but base recovery of

unexpected higher costs on an earnings test. I conducted company-specifi

simulation analyses of the ORA proposal for three California water utilities and

found the cost adjustment mechanisms reduce utilities' costs of equity without

placing any added burden on ratepayers.' My studies showed that the proposed

modification of the balancing account procedures increased required ROEs by at

least 75 basis points." These negative impacts on expected ROEs were the

result of just a proposed modification of the balancing account mechanisms, not

elimination of them. Arizona Water's increased risk due to loss of PPAMs and

PWAMs for the Eastern Group is more severe than the change in balancing

There is no added burden if ratepayers are expected to pay their actual costs of service. A balancing
account recovers or refunds onlyunexpectedcosts of water or power

U:\RATEcAsE\200l\Tm1malvy\lepp\FlnlL090104.DOC

My study indicated increases in required ROEs of 75 basis points for California Water Sen/ice, 90 basis
points for Southern California Water and 110 basis points for San Gabriel Valley Water Company
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accounts in CalifOrnia, and clearly shows that Arizona Water's risk and required

ROE has increased as a result of the Staff recommendation and Commission

decision to eliminate PPAMs and PWAMs altogether for some of the Company's

systems

5 Q. YOU ALSO MENTIONED THE RISK ARIZONA WATER FACES WITH

RESPECT TO RECOVERY OF ARSENIC-RELATED TREATMENT COSTS

DOESN'T ARIZONA WATER HAVE AN ACRM THAT OFFSETS THAT RISK?

8 EPA's new arsenic MCL of 10 parts per billion ("ppb") requires

Arizona Water to make substantial new investments in non-revenue producing

facilities which would otherwise not be required and are not required by water

utilities in other geographic areas that do not need to remove arsenic from their

sources of water. Arizona Water does not have an ACRM approved for its

systems in the Western Group, and even for those systems that are covered

by an ACRM, the provisions of the ACRM limit the deferral period of recoverable

O & M costs, excludes other costs and allows only two filings per system. This

does not offset the risk

No. it does not.

17 Q. PLEASE DISCUSS THE SITUATION IN THE WESTERN GROUP

Currently there is no ACRM approved for systems in the Western Group. This

raises serious risks for Arizona Water because the investments in arsenic

treatment plant for systems in this Group represent 55%, 187% and 37% of the

adjusted rate bases for three of those systems and the annual operating and

maintenance ("0&M") costs net of taxes to operate those facilities represent

92%, 173% and 129% of the adjusted net operating incomes of those systems

Mr. Kennedy provides more detail on these capital costs and O&M requirements

The Company has filed for an accounting order that would allow it to defer these

costs. But even if its request is approved, the Company will be unable to make

A.
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an ACRM filing until 2006 when the plant must be in place to meet federal

treatment requirements..This places a severe financial burden on the Company

to finance the Western Group arsenic treatment plant facilities for 12 to 24

months before recovery of these costs could even begin.

Q. DOES THE ACRM APPROVED FOR THE NORTHERN AND EASTERN

GROUPS FULLY MITIGATE RISK?

No. The ACRM is limited in scope and does not provide Arizona Water with an

For many months, the Company, Staffand

RUCO attempted to reach an agreement concerning an appropriate ACRM. The

Company estimated that, on a company-wide basis, it would have to finance

nearly $30 million to construct arsenic treatment facilities and related plant, and

would experience increases in O&M costs of more than $5 million. For

comparison, the Company's total capitalization was approximately $70 million

when those estimates were made and the increased O&M costs were 74% of

total 2003 operating income. Consequently, there was general agreement that

some sort of cost recovery mechanism was needed. Nevertheless, it was difficult

to obtain an agreement with Staff, and no agreement was ever reached with

RUCO.

in

opportunity for full cost recovery.

Decision No. 66400 (October 14, 2003), the ACRM was approved for

the Northern Group. In that Decision, the Commission found that

the agreement between Staff and Arizona Water will
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enable the Company to recover a portion of additional
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A.

O&M expenses associated with arsenic treatment

facilities, whether those facilities are constructed and

operated by Arizona Water or by a third party pursuant to

a lease agreement. However, the recovery of O&M

21



expenses is confined to specific and narrowly defined

costs in order to enable Staff and other parties to more

easily audit expenditures incurred by the Company for the

treatment facilities. Decision No. 66400 at 20 (emphasis

added)

The Commission acknowledged that the ACRMwasnot designed to give Arizona

Water an opportunity for full cost recovery. Arsenic treatment cost recovery is

limited to a narrowly defined set of costs. In addition, the Commission required

that Arizona Water's rate of return for the affected systems could not exceed the

authorized rate of return established in Decision No. 64282. Decision No. 66400

at 17-18. In Arizona Water's last GRC, the Commission approved a similar

ACRM for the Eastern Group systems. Decision No. 66849 at 31

From a risk standpoint, the new arsenic MCL has a much greater impact

on water utilities in Arizona than onwater utilities in the water utilities sample in

u.w1A1EcAsEwo04w¢umonyuapmFlnal_oa0704.Doc

other parts of the United States where the natural occurrences of arsenic in

water supplies are minimal. The ACRM for the Northern and Eastern Groups

mitigates some of the risk of placing and operating new facilities required to meet

the federal arsenic standard, but was not designed to allow full recovery of those

costs. Given the short time before the deadline for compliance with the federal

arsenic standard and the time necessary to make an ACRM filing, assuming

approval of a Western Group ACRM in this proceeding, it may not be possible for

Arizona Water to recover similar costs for its Western Group systems. Thus

while some of the risk of meeting the new arsenic standard has been mitigated

with the ACRM. risk remains, and Arizona Water has more risk than water

utilities in the water utilities sample that do not have to make such additional

investments and incur such additional O&M costs

22
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Q. ARE THERE ANY OTHER ASPECTS OF ARIZONA WATER'S RATE

SETTING SYSTEM THAT INCREASE RISK?

Yes. In the past several years, the Commission has placed increased emphasis

on water conservation, and water utilities have been required to implement

inverted block rate structures, which are intended to cause customers to use less

water. Inverted block rates Were an issue in Arizona Water's last GRC, and in its

Eastern Group, Arizona Water now has rates based on an inverted block rate

design. As a result, Arizona Water is more risky than water utilities that have

rates that more closely conform to the costs of providing service.

Because the primary objective of this type of water rate design is to

reduce water use, the adoption of inverted block rates creates additional risk.

Inverted block rates may cause revenue erosion and instability. American Water

Works Association, Alterative Rates (1992) 18. At a minimum, it is reasonable

to expect some reduction in water use, and therefore a reduction in the utility's

revenues, which may prevent it from earning its rate of return. However, the

magnitude of these reductions is often difficult to predict. This uncertainty makes

it more difficult to develop rates that allow the utility a reasonable opportunity to

recover its cost of service, including its cost of equity. This uncertainty creates

additional risk that increases Arizona Water's required return on equity.
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Q. DO you HAVE AN OPINION ABOUT HOW MUCH THE RISK POSED BY THE

RATE SETTING SYSTEM IN ARIZONA, THE INADEQUATE RECOVERY OF

COSTS BY THE ACRM, THE ELIMINATION OF THE PPAMS AND PWAMS IN

THE EASTERN GROUP SYSTEMS, AND THE INVERTED RATES

INCREASES ARIZONA WATER'S REQUIRED ROE?

A.

A.

u:.nATEcAsa2uo4wuumcvvv\zcnp\Fmal_oao1o4.ood
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Yes. These factors increase the Company's risk and thus its required ROE by at

least 50 basis points above the ROE required by the benchmark water utilities.

23
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Q. IS THERE EVIDENCE THAT CORROBORATES THE NEED FOR SUCH A

RISK PREMIUM ? .

A. Yes, there is. The utilities in the water utilities sample used to determine equity

costs are rated by Moody's or S&P at either A or AA. (See Table 1). At the time

the cost of the Company's last bond issue was set, it had a cost of debt that was

37 basis points above the cost of A-rated bonds and 49 basis points above the

cost of AA-rated bonds. The cost of equity for a utility is undeniably higher than

its incremental cost of debt. If the common equity cost risk premium above the

cost of debt for Arizona Water is the same as the common equity risk premium

above the cost of debt for the water utilities sample, this factual evidence sets the

floor under the common equity ask premium required for Arizona Water. Arizona

Water, however, has additional common equity risks than the sample water

utilities and thus the expected risk premium will be higher than the floor of 37 to

49 basis points. Given the higher risks of Arizona Water that were discussed

above, 50 basis points provides a conservative value for that required equity cost

risk premium above the cost of equity for the water utilities sample.

Q.

A.

DOES ARIZONA WATER FACE OTHER RISKS?
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Yes. Arizona Water is more risky than the water utilities sample because it is

smaller than the average utility in the water utilities sample and has less financial

flexibility than those publicly traded utilities.

Smaller companies - and smaller water utilities in particular - are more

risky than larger companies. Staff used the original version of the CAPM to

determine equity costs in Arizona Water'S last general rate case. Thirty years

after that original version of CAPM was developed, new scholarly studies found

3 Beta is the measure of risk in the original CAPM. Eugene Fama and Kenneth French found that even
after accounting for differences in beta risk among companies, smaller companies are generally more
risky than larger ones. "Industry Costs of Equity," 43 Journal of Financial Economics(1997) pp. 153-193.

\
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4

that version of the CAPMis incomplete and that the size of a company needs to

be included in models that explain risk and required returns for common stocks.

Thus, if other risk factors are the same, smaller companies require higher equity

returns than do larger companies. I published an article in The Quan'erly Review

of Economics and Finance ("Utility Stocks and the Size Effect - Revisited," Vol.

43, Issue 3, Autumn 2003, 578-582) that provides specific evidence that the

stocks of small water utilities, like Arizona Water, are more risky than the stocks

of larger water utilities, such as those in the water utilities sample. The California

PUC also conducted a study that showed smaller Water utilities are more risky

than larger ones.' Even so, the Company is not including an additional risk

premium for size in this proceeding, though I believe it would be justified inldoing

so.

Q. DOES ARIZONA WATER'S LIMITED FINANCIAL FLEXIBILITY INCREASE

ITS RISK?

Yes. Arizona Water does not have access to the public equity and bond markets

that are available to the utilities in the water utilities sample. This lack of

financing flexibility increases risk for Arizona Water because it has no choice but

to rely on retained earnings, short-term debt, and privately placed bonds to

provide the capital necessary to finance the utility plant improvements and

additions required to treat arsenic and otherwise assure the quality and reliability

(

I
I

of water service. By contrast, utilities in the water utilities sample with publicly

traded common equity and bonds have the flexibility to issue shares of common
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In chapter 7 of Stocks, Bonds, Bills and lnHation, 2004 Yearbook Valuation Edition, lbbotson Associates
report that when betas are properly estimated, betas are larger for small companies than for larger
companies. They also find that even after accounting for differences in beta risk, small firms require an
additional risk premium over and above the added risk premium indicated by differences in beta risk.

I
I

I

I
I

A.

4 Staff Report on Issues Related to Small Water Utilities,June 10, 1991 and CPUC Decision 92-03-093.
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€Xt8mal sources.

Middlesex Water stated

On May 14, 2004, the Company [Middlesex] closed on the

offering of 700,000 shares of its Common Stock. The

Company also granted the underwriters an over-allotment

option to purchase an additional 100,000 shares. We intend

to use the net proceeds to repay most of our outstanding

short-term borrowings

A Note from the President, May 15, 2004, First Quarter Report to Stockholders

MiddleSex Water Company. Arizona Water does not have the option to issue

common stock to the public to repay its outstanding short-term borrowings or

obtain equitycapital from the public for any other purpose. This lack of Financing

flexibility is of special concern to Arizona Water because the Company must

make relatively large investments. As With the risk premium for size, the

Company is not including a risk premium for this addit ional risk in this

proceeding

equity to keep their capital structures in balance and raise additional capital from

For example, in its First Quarter Report to Shareholders

18

19

IV

Q

OVERVIEW AND DCF EQUITY COST ESTIMATES

DO you HAVE ANY GENERAL OBSERVATIONS THAT PUT YOUR EQUIW

cosT ESTIMATES IN PERSPECTIVE?

21 A Yes. Equity costs move in the same direction as interest rates. In 2003

Treasury rates dropped to the lowest level in close to 40 years. From 1964 to

2002, annual average yields on 10-year Treasury securities, for example, ranged

from 4.19% to 13.92%. For the 10-year period ending in 2002, the annual

averages of 10-year Treasury rates ranged from 4.61% to 7.09%. By contrast, in

2003, that annual average was only 4.01%

26untwrscAsE\2oo4w»=um°mz=p¢nl=lnu_ouo7o4,ooc



At present, however, interest rates, and thus costs of equity for Arizona

Water, are rising and expected to continue rising. As of June 14, 2004, the 10

year Treasury rate reported by the Federal Reserve was 4.89% and the June

2004 Blue Chip long term consensus forecast for the 10-year Treasury rate for

2005 was 5.6%, rising to 5.9% in 2006. Value Line forecasts of Treasury rates

made in May 2004 also indicate that interest rates are increasing and expected

to be higher in 2005 and 2006 than they are today and much higher than they

were in 2003. (See Table 9.) Recently, the Federal Reserve has twice

increased its target rate for short-term interest rates for the first time in several

years. Most analysts expect further increases. Based on interest rate forecasts

alone, the Commission should anticipate reasonable estimates of the Cost of

equity for water utilities to be higher today than in 2003

Q. PLEASE PROVIDE AN OVERVIEW OF YOUR DCF EQUITY COST

ESTIMATES

13

14

15 A An ROE for Arizona Water that is fair to ratepayers, yet still provides a

satisfactory return for investors, is the Company's cost of equity. To estimate

that cost of equity, the analyst requires market data that reveals investors

required returns, but such data are not available for Arizona Water. It is not

publicly traded, and there is no "pure play" company that is perfectly comparable

to Arizona Water. Equity costs based on data for the sample of water utilities

however, are for companies that provide the same Service and thus provide a

useful starting point in the determination of Arizona Water's cost of equity

I determine DCF equity costs for water utilities based on the two methods

the FERC uses to determine DCF equity costs in different situations. When the

FERC determines an equity cost for an electric utility, it uses a "one-step" model

Conceptually, the one-step model is the same as the constant growth DCF

27uwRmscAsEvn04wowm=w\1oppv=l»¢L0ao7o4. DOC
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model the Staff employed in Arizona Water's last GRC. When the FERC

determines equity costs for gas transmission companies, it uses a "two-step"

DCF model. The two-step model is conceptually the same as the multi-stage

DCF equity model Staff presented n that same proceeding.5I

I

1

Q. PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF

EQUITY.

A

I
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A. The constant growth DCF model computes the cost of equity as the sum of an

expected dividend yield ("D1/ P0») and an expected long-term average dividend

growth rate ("g"). The expected dividend yield is computed as the ratio of next

period's expected dividend ("D1") divided by the current stock price ("P0").

Generally, the constant growth model is computed with formula (1) or (2):

(1) Equity Cost = Do/ P0 X (1 + g) +  g

D1/P0 + Q

current yield by the growth rate. The DCF model is derived from the valuation

model shown in equation 3 below: .

(3) P0 = D1/(1+k) + D2/(1+k)2 + ... + on/(1+k)",

where k is the cost of equity, n is a very large number, Po is the current stock

price, D1, DO.... Dr are the cash flows expected to be received in periods 1, 2, .

.. n. respectively. Equation (3) can be re-written to show that the current price

(P0) is also equal to

(4) P0 = 01/(1+k< + D2/(1+k)2 + p2/(1+k)*,

where Pp is the price expected to be received at the end of the second period.

When the multi-stage DCF model is used to estimate the cost of equity, it is

assumed investors expect different rates of growth in the initial period and

5 Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, Schedule JMR-6.

unnATscAsazoo4wuumumzlppv=in1Loao1o4.occ 28
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(2) Equity Cost =

where Do/ P0 is the current dividend yield and D1/ P0 is found by increasing the
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In making my DCF equity cost estimates

14 Q. PLEASE BEGIN WITH YOUR DCF ESTIMATES BASED ON THE FERC ONE

STEP MODEL. HOW DOES FERC IMPLEMENT THAT MODEL?

combining the lowest and highest dividend yields for individual utilities in the

sample during the most recent six month period with two estimates of forward

looking growth to estimate a range of DCF equity costs for the utilities in its

sample. Next, the FERC eliminates from consideration any of those equity cost

estimates that imply the cost of equity is below the cost of investment grade

subsequent period

If the future price (PP) included a premium, the price the investor would

pay today in anticipation of receiving that premium would increase. Table 2

reports premiums investors have recently received from mergers and

acquisitions. Attachments 1 and 2 to this testimony explain why such premiums

are expected to continue. If investors expect that a water utility is a potential

merger/acquisition candidate they will bid its stock price up to the present value

of the future price expected from the merger/acquisition to reflect that probability

In such a situation, the dividend yield would be lower and thus either the

constant growth (one-step) DCF model or the multistage (two~step) DCF model

may understate the cost of equity.

below. I do not account for this bias in the DCF equity cost estimates, and thus

my DCF equity cost estimates are conservative

The FERC implements the one-step (or constant growth) DCF model by initially

bonds. Then the FERC determines a range of equity costs for the sample and a

61,070 (2000). This opinion is included as Attachment 3 to this testimony

More recent FERC decisions refer back to the Souther California Edison

29

mid-point of that range to determine the cost of equity. This method is fully

discussed in Souther California Edison Company,Opinion No. 445, 92 F.E.R.C

UZYRATECASEW004\TaltlMDW\ZIW\F\ML090704.DOC



I

decision. For example, see FERC findings in Midwest Independent

Transmission System Operator 100 F.E.R.C. 61 ,292 (2002).

Q. HOW DID you COMPUTE CURRENT DIVIDEND YIELDS?

A. The FERC one-step method determines a range of dividend yields based on the

lowest and the highest dividend yields during the last six months. Table 4

reports those dividend yields for the water utilities sample.I
Q. WHAT GROWTH RATES ARE CONSIDERED IN THE FERC ONE-STEP

METHOD?

A. The FERC considers estimates of both sustainable growth (growth Staff has

called "intrinsic growth") and analysts' forecasts of growth. I agree with the

choice of growth estimates relied upon by the FERC. The DCF model requires

estimates of growth that investors expect in the future. No weight should be

given to historical measures of growth. Logically, financial institutions and

analysts would have taken such past information into account, and other more

recent information, when they make their forecasts for the future.6 To the extent

that past, recorded results provide useful indications of future growth prospects,

the forecasts would already incorporate the past and any further recognition of

the past will double-count what has already occurred. When there is no

estimate of forward-looking growth for a utility in the water utilities sample, l have

followed the method Staff adopted in the past and assumed investors expect the

growth for that utility to equal the average of growth rates for the other water

utilities in the sample, as explained above.
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s See David A. Gordon, Myron J. Gordon and Lawrence I. Gould, "Choice Among Methods of Estimating
Share Yield," Journal of Portfolio Management (Spring 1989). 50-55. Gordon, Gordon and Gould found
that a consensus of analysts' forecasts of earnings per share growth for the next five years provides a
more accurate estimate of growth required in the DCF model than three different historical measures of
growth. They explain that this result makes sense because analysts would take into account such past
growth as indicators of future growth as well as any new information.
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Q. WHAT IS SUSTAINABLE GROWTH?

A. Sustainable growth is derived by combining expected growth from future retained

earnings and expected future growth from sales of common stock above book

value. The FERC defines sustainable growth as follows:

The sustainable growth rate is calculated by the following

formula: g = br + sv, where "b" is the expected retention

ratio, 'Y' is the expected earned return on common equity,

is the percent of common equity expected to be issued

annually as new common stock , and "v" is the equity

" S "

accretion rate.

Southern California Edison, 92 F.E.R.C. at p..61,269, citing Connecticut Light

and Power Co. 45 F.E.R.C. 62,370 at p, 62,161, n. 15 (1988). The retention

ratio "b" is equal to (1 - the ratio of dividends divided by earnings) and the equity

accretion rate "v" is equal to (1 - (book value divided by market value)). Myron

Gordon developed this concept of growth in his book, The Cost of Capital to a

Public Utility (Michigan State University 1974). Gordon explains why "sv" growth

can be expected when market prices exceed book value but why "sv" growth is

not expected to come into play when market prices are below book values.

Q. HOW DO you ESTIMATE EXPECTED "Br" GROWTH?

Investors' expectations of what the retention ratio and the expected ROE will be

in the future determine this portion of expected sustainable growth. Multiplying

times gives the estimate of future sustainable growth from retained

earnings. Investors look for measures of future growth when pricing stocks.

When the data are available, I have used Value Line projections of future ROEs,

llr"
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future DPS and future EPS to make the forecasts of "br" growth. The available

i

A.

UIIRATECASE\2004\Testllvluny\Zlnp\FII\aI__t190704.DOC

w z 0 o 4

estimates of "br" growth are reported in Table 5 as well as the average "br" for
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those water utilities.

I Q. HAVE YOU ESTIMATED GROWTH FOR THE WATER UTILITIES

SAMPLE?

"av"

US." "v"

Yes. My estimates of "sv" growth for the water utilities are presented in Table 6.

I have used Value Line projections of new issues of shares of common stock to

estimate The estimates of are based on reported book values and

respective averages of the prices used to compute the dividend yields. Some of

the utilities in the water utilities sample have sold stock at prices in excess of

book value in recent years and have thus achieved "sv" growth. Knowledgeable

investors would expect such growth in the future. Available forecasts indicate

investors expect some of the sample water utilities to issue more shares of stock

over time. Also, the

average market-to-book ratio for the sample of water utility stocks is over 2.0.

Unless stock prices drop to less than half of their current values, there will be a

positive "v" for the foreseeable future.

Thus there will be a positive "s" term in "sv" growth.

Q. DOES THE FERC SPECIFICALLY INCLUDE ESTIMATES OF "av" GROWTH

IN THE ESTIMATES OF SUSTAINABLE GROWTH?

Yes, it does.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A.

19 Q.

20

21

22

23

24

25

26

DO MARKET-TO-BOOK RATIOS GREATER THAN 1.0 IMPLY INVESTORS

EXPECT THE UTILITIES IN THE WATER UTILITIES SAMPLE TO EARN

BOOK RETURNS ON EQUITY GREATER THAN THE COSTS OF EQUITY?

unnATEcAsE\2o04wa»1zmonnz»ppu=llul_oao1o4.ooc

WU/2004

A.

A.

No. There are many reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

than its cost of equity. Investors may expect a city or some other public entity to

condemn all or part of a water utility and that the public entity will be required by

the court to pay the utility the far market value for it. Water utilities' assets
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typically have a value based on reproduction cost that is well in excess of book

value. I have testified on the values of water utility properties and electric utility

properties in various court cases in California, Utah and Oregon. Based on my

I
I
I

experience, in situations where only a portion of the utility is being condemned,

valuations based on both reproduction cost new less depreciation and the

income approach indicate utility property has a value well in excess of book

value. Investors would be aware that courts may award potential condemnation

values well in excess of book values even if the utility earns no more than its cost

of equity.

Q. ARE THERE OTHER REASONS?

Yes. Investors may anticipate a merger or acquisition that produces premium

prices similar to those reported in Table 2, which have been well above book

values. With such anticipated sale prices well above book values, a water utility

would also be priced above book value even if the water utility made no more

than its cost of equity. There are other reasons as well.7

Q. WHERE DO YOU REPORT YOUR ESTIMATE OF AVERAGE SUSTAINABLE

GROWTH?

That value is developed in Table 5.

a
I

IS THERE ANOTHER INDICATOR OF FUTURE GROWTH THAT THE FERC

RELIES UPON WHEN IT IMPLEMENTS THE ONE-STEP DCF APPROACH?

Yes. The other estimates of forward-looking growth relied upon by the FERC

E
g
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24
25
26

7 An Oregon Public Utility Commission staff witness listed the following six reasons a market price could
exceed book value even if the uti l i ty was expected to earn its authorized ROE: (1) public utility
commissions do not issue orders simultaneously in all jurisdictions, (2) not all of a company's earnings
are regulated, (3) regulatory expenses, revenue and rate base adjustments may cause accounting
returns to differ from those calculated on a rate case basis, (4) actual sales do not equal sales assumed
in a rate case, (5) market expected ROEs change frequently while rate case authorized ROEs do not, and
(6) regulated subsidiaries constitute only a piece of a holding company pie. Testimony of John Thornton
in Oregon Docket UM 903 (flied November 9, 1998).

I

I

A.
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are analysts' forecasts of future five-year EPS growth. Table 7 reports analysts

five-year forecasts of EPS growth reported by a number of financial institutions

and the average of those analysts' forecasts. The first two columns of Table 7

show analysts' consensus forecasts of future EPS growth rates reported by

Zacks and Thomson First Call that were available for the utilities in the water

utilities sample. The third column shows available analysts' growth forecasts for

the same water utilities that are reported in the S&P Earnings Guide. Column 4

shows forecasts of EPS growth reported by Value Line at April 30, 2004. The

average of analysts' forecasts of growth is 7.0%. Formy implementation of the

FERC one-step method, l have used the average of these analysts' forecasts of

growth for each of the utilities when such forecasts were available. If forecasts

were not available, I followed Staff's past practice of assuming investors expect

the missing growth rate to equal the average growth expected for the other water

utilities in the sample, as explained previously

15 Q HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS AND

ESTIMATED FUTURE GROWTH TO MAKE YOUR BENCHMARK DCF

ESTIMATES WITH THE FERC ONE-STEP METHOD?

18 A I adopted the approach shown in Table 4. First, adjusted high and low dividend

yields were computed for each of the utilities by increasing the current dividend

yields shown in column "a" by one-half the average of the two estimates of

growth presented in columns and The FERC method increases the

current dividend by only one-half of the expected future growth and thus

produces a value for D1/P0 that is conceptually only six months (instead of one

full year) into the future. In my view this results in conservative estimates of the

cost of equity, but l have adopted this method in my implementation of the FERC

one-step approach because the FERC uses that method

34
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Next, I computed the low equity cost estimates shown in column "e" of

Table 4 for each of the utilities by combining the lowest estimate of growth for

each utility with the respective low estimates of the adjusted dividend yield. The

equity cost estimates in column "f" were then made by combining the highest

estimate of growth with the high dividend yields

The last step of the FERC one-step method is to estimate the mid-point of

the indicated equity cost range as the benchmark cost of equity. Both the mid

point and the average of the various equity cost estimates are 10.2%. This

equity cost for the sample understates the Company's cost of equity because

Arizona Water is more risky for the reasons discussed above

11 Q DID YOU CONSIDER ALL TWELVE EQUITY cosT ESTIMATES WHEN YOU

DETERMINED THE MIDPOINT OF THE EQUITY COST RANGE?

Yes, I did. As I mentioned above when I described the one-step method, the

FERC deletes any ind.ividual utility equity cost estimate that is not at least 40

basis points above the cost of investment grade bonds; Based on the estimates

made here, none of the indicated costs of equity is that small and thus none was

deleted from the range used to determine the mid-point equity cost for the

benchmark sample

19 Q PLEASE TURN TO YOUR IMPLEMENTATION OF THE FERC'S TWO-STEP

APPROACH. HOW DOES THE TWO-STEP APPROACH DIFFER FROM THE

ONE-STEP APPROACH?

The FERC two-step approach differs from the one-step approach in that it

assumes that investors will expect terminal growth to be different than initial

growth. In deriving its two-step approach, the FERC recognized that investment

houses use more complex three-stage models in which the first and second

UzWRATECASE\2004\To¢lm0lly\lw;1\F\l'llL0907U4.DGC

stages could have a length of possibly 20 years and the final stage growth is the
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long-term growth rate of the economy. The FERC also noted that determining

the length Of such stages requires judgment on the part of the analyst. in

Opinion 396-B, the FERC expressed its preference for the simpler two-step

model that, in effect, combined the first tvv0 stages of the more complicated

three-stage model used by investment houses. Northwest Pipeline Company, 79

F.E.R.C. 61,309 (1997). The FERC specif ically rejected the use of the

investment house approach" in which a complicated three-stage model that

required solving for the ROE with an iterative process was used to determine

ROE. FERC stated such models are not only complicated but require judgments

as to how long initial growth will continue, and whether the transitional growth

rate would decline (increase) towards the terminal growth rate slowly, quickly or

at a steady rate

13

14

Q. HOW DOES THE FERC DETERMINE GROWTH WITH THE TWO-STEP

MODEL?

The FERC adopts analysts' forecasts of EPS growth as the growth rate in the

first stage, forecasted growth of Gross Domestic Product ("GDP") for growth for

the final stage and took an average of those growth rates to compute growth for

the two-step model. More recently, in Souther California Edison, the FERC

indicated it gives a weight of two-thirds to analysts' forecasts of growth and a

weight of one-third to GDP growth to compute that average growth rate

Southern California Edison, 92 F.E.R.C. at 61, 257 and n.19 (citing Northwest

Pipeline Company)

HOW DOES THE FERC TWO-STEP MODEL DIFFER FROM THE MULTI

STAGE DCF APPROACH PRESENTED BY STAFF IN THE 2003 ARIZONA

WATER AND ARIZONA-AMERICAN WATER CASES?

u:lnATscAsa2oo4vrmmonwzsawlnaLus01o4.uoc

Conceptually, the multi-stage DCF model presented by Staff in water utility rate
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cases in 2003 is similar to the FERC two-step model, but the choices made by

Staff to implement the model lead to significantly lower estimated costs of equity

Both the FERC and Staff  assumed terminal growth should ultimately be

assumed to equal GDP growth. The distinct on between the Staff multi-stage

analysis and the FERC two-step method can be boiled down to two significant

differences. First, the FERC assumes the initial period before reaching terminal

growth is much longer than the four orfive years that Staff assumed in its multi

stage model. FERC wisely assumes it will take many years before the terminal

growth for a utility will be the same as growth in GDP. Second, the FERC

assumes investors rely on EPS growth in the longer, initial period, when they

price common stocks. The FERC approach correctly recognizes that it is

earnings that permit dividends to be paid and thus bases growth in its longer

initial period on EPS growth, not short-term DPS growth used by Staff in its

model

15 Q. WHERE DO YOU REPORT YOUR TWO-STEP EQUITY COST ESTIMATE?

It is reported in Table 8. In preparing this estimate, I have relied on spot prices

instead of an average of prices. Staff has indicated its preference for spot

prices." The values for the DCF dividend yield (D1/P0 ) are based on the FERC

convention of increasing current dividends by only One-half the growth rate. As I

indicated in my discussion of the one-step approach, it is my view that this

method of computing dividend yields produces very conservative estimates of

the cost of equity. Consistent with the FERC two-step approach described in the

Northwest Pipeline Company opinion, the initial growth rates are the analysts

It is my view that average dividend yields are preferred to spot yields when making DCF equity cost
estimates. To eliminate an issue with Staff, the numbers in Table 8 are closing prices at the time this
testimony was written
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II1 l forecasts of growth. (See Table 4.) The terminal growth rate I have relied upon

is 6.5%, which is the estimate of the long-term growth in GDP relied upon by

Staff in Arizona Water's last GRC and in Arizona-American Water's recent rate

case. That growth rate provides a conservative estimate of the long-term

estimate of GDP growth. The more appropriate growth estimate to use in this

analysis would be the long-term arithmetic average growth rate of 6.8%. The

5.5% value is the long-term geometric average and thus understates the

forward-looking growth required by investors? Therefore, the smaller GDP

growth value of 6.5% in my analysis is very conservative. Based on the FERC

two-step approach, the indicated cost of equity for the water utilities sample is

10.4%. Because AriZona Water iS more risky, its cost of equity is at least 50

basis points higher.

v.

Q.

RISK PREMIUM EQUITY COST ESTIMATES

PLEASE TURN TO YOUR RISK PREMIUM EQUITY COST ESTIMATES FOR

WATER UTILITIES. CAN YOU PROVIDE AN OVERVIEW OF THE RISK

PREMIUM METHOD OF ESTIMATING THE COST OF EQUITY?

Yes. Under the risk premium approach, the risk premium is directly estimated by

comparing authorized and actual returns on equity with the current yields of
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investment grade bonds or other debt instruments:

The risk premium method of determining the cost of equity,

sometimes referred to as the "stock-bond-yield spread

method" or the "risk positioning method," or again the "bond-

9 This issue is discussed in Ibbotson Associates, SBBI 2003 Yearbook 100-101. The geometric average
is used to report what has happened not what is expected to happen and only applies for the future if
year-to-year growth in GDP is not expected to fluctuate. If GDP growth varies - even slightly - from year
to year in the future, the past GDP growth will not be realized if the geometric average iS used to set the
growth. If year-to-year variation is the same as in the past, the required growth rate is the arithmetic
average growth rate.

I

I
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yield plus risk-premium" method, recognizes that common

equity capital is more risky than debt from an investor's

standpoint, and that investors require higher returns on

stocks than on bonds to compensate for the additional risk.

First,

determine the historical spread between the return on debt

and the return on equity. Second, add this spread to the

current debt yield to derive an estimate of current equity

return requirements.

The risk premium approach to estimating the cost of equity

derives its usefulness from the simple fact that while equity

return requirements cannot be readily quantified at any

given time, the returns on bonds can be assessed precisely

at every instant in time. If  the magnitude of .the risk

premium between stocks and bonds is known, then this

information can be used to produce the cost of common

equity. This can be accomplished retrospectively using

historical risk premiums or prospectively using expected risk

premiums.

RogerA. Morin, Regulatory Finance: UtilitieS' Cost of Capital (1994) at 269. The

risk premium approach is a simpler and less subjective approach. There is no

need to estimate betas or current expected market risk premiums, as required in

The general approach is relatively straightforward:
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implementing the CAPM, and there is no reason to determine if "beta risk" is the

only risk of relevance to investors holding shares of water utilities. For these

reasons, regulatory commissions use the risk premium approach in setting rates

far more frequently than the CAPM.

I
I
I
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1 Q. WHAT ARE THE SOURCES FOR YOUR RISK PREMIUM ESTIMATES?

The sources are the methods and data presented by the CPUC Staff in various

general rate cases. I have made three risk premium analyses

4 Q. EXPLAIN YOUR FIRST ANALYSIS

My first analysis is an update of the method presented by CPUC Staff in

California-American Water Company's Los Angeles district rate case (Docket

No. A 03-07-036) in January 2004. The only difference in my first analysis and

the one relied upon by CPUC Staff in that case is the updated forecasts of

interest rates. CPUC Staff has used this risk premium approach to determine

costs of equity in numerous cases during the last three years. Under this

approach, CPUC Staff adopted annual averages of actual realized ROEs for the

six water utilities in my sample as proxies for the costs of equity for the period

1993-2002, subtracted contemporaneous Treasury rates from those equity cost

proxies to determine annual average risk premiums, then added the 5-year and

the 10-year averages of those risk premiums to forecasts of the respective

Treasury rates to determine an equity cost range

17

18

Q. WHAT HAVE you DONE TO UPDATE THE CPUC STAFF'S RISK PREMIUM

ANALYSIS?

20

I have updated the CPUC Staff's analysis by updating the forecasts of the

Treasury rates with an average of Treasury rate forecasts for the period 2005

2006 made by Blue Chip and Value Line. This is the only change from the risk

premium analysis CPUC Staff presented in Table 2-7 of its Cost of Capital

Report for California-AmericanWater Company in Docket No. A 03-07-036. The

unRATEcAsEvea4mmlmany\zepw=maLovo704. DOC

interest rate forecasts I have relied upon to make this update are averages of

Blue Chip's consensus forecast of interest rates for 2005 and 2006 reported in

June 2004 and Value Line's most recent quarterly forecasts of interest rates
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made May 28, 2004. I report those Treasury rate forecasts and forecasts for

Baa bond rates in Table 9.
_

_

Q. HAS Acc STAFF RELIED UPON FORECASTS OF INTEREST RATES IN

ANALYSES OF EQUITY COSTS IN PAST CASES?

A. Yes, it has. For example, in Docket No. U-1656-91-134, Staff relied upon Blue

Chip Financial forecasts of interest rates, Gross National Product ("GNP") and

inflation during the next year to describe the economic environment that

influenced its cost of capital estimates. Testimony of Linda A. Jaress, dated

December 2, 1991, at 9-11. Also, in testimony dated April 19, 1993, Docket No.

U-1303-92-286, ACC Staff relied upon Blue Chip forecasts of interest rates for

the first quarter of the following year to determine the appropriate level of interest

rates for the determination of costs of equity. Supplemental Testimony of J.

David Daer, at 6. Relying on forecasts of interest rates to determine costs of

equity is not a new concept to ACC Staff. Therefore, the fact that the CPUC

Staff method relies on forecasts of interest rates to determine costs of equity is

not unusual.

=|Q. WHY HAVE you USED INTEREST RATE FORECASTS FOR THE PERIOD

2005 TO 2006 IN YOUR ANALYSIS?

I have used this period because it is the period in which Arizona Water's new

rates will first be put into place. August 2005 is the earliest the new rates could

be approved and put in place. But based on the amount of time it has recently
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taken to complete rate cases in Arizona, it could be as late as 2006 before new

rates are in place. The CPUC Staff method relies upon forecasts of interest

rates for the future periods when new rates for the utility' will be in place. To be

consistent with the CPUC Staff approach, it is appropriate to adopt forecasts of

interest rates for the period when Arizona Water's new rates will be in place.
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Q. WHY NOT USE CURRENT RATES FOR TREASURY SECURITIES?

A.

I
1

8
I
l

I

There are two reasons. First, the CPUC Staff does not use current rates and

thus to be consistent with the CPUC Staff approach, forecasted rates should be

adopted. Second, the goal is to determine the cost of capital for Arizona Water

when new rates are in effect, not the cost of capital 18 months before such new

rates are approved.

The COmmission Staff provided evidence in the recent Arizona-American

Water case that showed forecasts of interest rates reported by Blue Chip were

sometimes higher and sometimes lower than the interest rates that actually

occurred and that the projected interest rates were, on average, lower than the

actual interest rates that subsequently occurred.'° CPUC Staff has determined

that such forecasts of interest rates are preferred to using current interest rates

as proxies for future rates. Current interest rates are also sometimes higher and

sometimes lower than interest rates during future periods. It is especially

inappropriate to adopt current interest rates as proxies for future interest rates

when those current interest rates are close to 40-year lows and are expected to

increase.

Q. WHAT IS THE RESULT OF THIS ANALYSIS?

r

This analysis indicates the cost of equity for the water utilities sample falls in a

range of 10.6% to t0.9%, as shown on Table 10. Arizona Water's indicated cost

of equity is at least 50 basis points higher because it is more risky.

i Q. TURN TO YOUR SECOND RISK PREMIUM ANALYSIS. HOW DOES IT

DIFFER FROM THE FIRST ANALYSIS?

1
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In that analysis, CPUC Staff chose to use earned ROEs instead of authorized

ROEs as the proxies for the costs of equity in its analysis. If regulators attempt

A.

1) Direct Testimony of Joel M. Reeker, Docket No. WS-01303A-02-0867, et al., at 49
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to authorize ROEs that are equal to the utilities' costs of equity, and adopt rates

and rate adjustment mechanisms that give those utilit ies a reasonable

opportunity to earn those authorized ROEs, on average, earned as well as

authorized ROEs might provide proxies for the costs of equity. The second risk

premium analysis adopts authorized ROEs instead of earned ROEs as the

proxies for the costs of equity in the risk premium analysis. This change is the

only change from the first risk premium analysis

8 Q. WHAT ARE THE RESULTS OF THE SECOND RISK PREMIUM ANALYSIS?

Table 11 presents the results of this second analysis. This analysis indicates the

cost of equity for the water utilities sample falls in .a range of 11.0% to 11.4%

The indicated cost of equity range for Arizona Water is at least 11.5% to 11.9%

because it is more risky. During the period of the study, on average, utilities in

the water utilities sample earned less than their authorized ROEs, and thus 'it is

expected that this second risk premium analysis will indicate a higher equity cost

range than was found in the first risk premium analysis

16 Q. TURN TO youR THIRD RISK PREMIUM ANALYSIS. WHAT DATA HAVE

YOU USED TO PREPARE THIS ANALYSIS?

20

In a number of cases, the CPUC Staff has adopted averages of realized ROEs

for samples of water utilities as proxies for costs of equity. My third risk premium

analysis is based on averages of realized ROEs for water utilities samples that

the CPUC Staff adopted as proxies for the costs of equity, Baa bond yields

reported by the Federal Reserve, and the expectation that when bond costs

decrease, equity costs will also decrease, but by less. In effect, the risk premium

increases as interest rates decrease. This expectation is generally consistent

with the theoretical work of Gordon and Halpern, "Bond Share Yield Spreads

Under Uncertain Inflation," American Economic Review, Vol.  66,  No.

43
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(September 1976) 559-565. It is also consistent with empirical studies such as a

1989 study conducted by Staff at the Oregon Public Utility Commission and a

statement by the CPUC in decisions in 1997 (D.97-12-089) and 2002 (D.02-11-

027) that its practice is to adjust ROEs for energy utilities by one-half to two-

thirds of the change in the benchmark interest rate.

Q. PLEASE EXPLAIN THIS RISK PREMIUM ESTIMATE.

I followed the three-step procedure shown in Table 12. Panel A of Table 12

shows earned ROEs for samples of publicly traded water utilities for the period

1985 to 2002. CPUC Staff adopted these ROEs as proxies for the costs of

equity for water utilities in San Gabriel Valley Water Company's 1995 rate case

(Table 3-4 A95-09-010), in California-American Water Company's 2003 rate

case (Table 2-7, A02-09-030), and in San Gabriel Valley Water Company's 2003

rate case (Table 2-7, A02-11-044). Lines 19 and 20 of Panel A of Table 12 show

the average risk premium increased from 2.12% to 3.13% as the average Baa

rate decreased from 10.48% to 7.99%. This result indicates that, on average,

returns for water utilities dropped by 59 basis points for each 100-basis point

drop in the Baa bond rate. Thus, on average, the risk premium increased by 41

basis points for every 100-basis point drop in the Baa bond rate. (See line 22 of

Panel A of Table 12.) This result is consistent with equity costs moving in the

same direction as interest rates, but by less.

Q. DID YOU USE THE DATA IN PANEL A TO ESTIMATE THE COST OF EQUITY

FOR ARIZONA WATER?
|

1

I

A. Yes. First, I recognized that the relationship between risk premiums and interest

rates implies the following:
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Risk premium constant - slope x Baa bond rate.

Then, in Panel A, I solved for the slope in this equation by dividing the difference
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in risk premiums by the difference in bond rates (shown on line 21). Next, in

Panel B, I solved for the constant in the equation that is consistent with the

derived slope, the most recent average risk premium of 3.13% for the period

1993-2002, and the average Baa rate Of 7.99% for the period 1993-2002.
!

Q. HOW DID you USE THAT RESULT TO ESTIMATE THE COST OF EQUIW?

A. I combined the slope of -0.41 and the constant of 6.39% derived in Panel B of

Table 12 with the forecast of 7.68% for Baa bond rates during 2005-2006

reported in Table 9, to derive the current risk premium of 3.3%. Adding this

current risk premium to the forecasted Baa rate of 7.68%, the indicated cost of

equity for the sample of water utilities is 10.9%. Again, the indicated cost of

equity for Arizona Water is higher than 10.9% because it is more risky than the

sample water utilities. (See Table 12, Panel C.)

Q. WHAT IS SHOWN IN TABLE 13?

Table 13 is the same as Table 12 but uses 10-year Treasury rates to conduct the

risk premium analysis instead of Baa bond rates. In testimony filed in 2003 in

Arizona-American Water's rate case, Staff claimed Baa rates should not be used

in a risk premium analysis because such rates include default risk premiums." I

subsequently provided evidence showing that Baa rates provided better

forecasts Of equity costs than Treasury rates and explained that Staff's

contention had no merit if investors require the same default risk premium today

as in the past." I have prepared Table 13 to show that thechoioe of interest

rates to conduct this risk premium analysis is not an important issue. Whether

Treasury rates or corporate bond rates are used in this analysis, the equity cost

II
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11 Direct Testimony of Joel m. Reiter, Docket No. WS~01303A-02-0867, et al., at 50-52.

12 Rebuttal Testimony of Thomas M. Zepp, Docket No. ws-0130sA-0z-0867, et al., at 21-23 and Rebuttal
Tables 2 and 3.
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estimate for the water utilities sample rounds to the same number, 10.9%

2

3

CONCLUSIONS

PLEASE SUMMARIZE YOUR EQUITY COST ESTIMATES

The Commission adopted Staff's estimates of costs of equity in Arizona Water's

last GRC and in Arizona-American Water Company's recent rate case without

giving any consideration to estimates I provided or restatements of Staff

estimates that Showed the costs of equity for those water utilities were much

higher. In response, I have prepared equity cost estimates in this case that are

not based on the methods I have presented in past cases (even though I believe

my methods are theoretically sound and provided reasonable results), but

instead are based on the methods and inputs relied upon by the FERC to

determine DCF equity costs and by the staff of the CPUC to determine risk

premium equity cost estimates

A straightforward application of the FERC one-step and two-step DCF

approaches indicates an equity cost range of 10.2% to 10.4% for the water utility

sample. These DCF equity cost estimates probably understate the cost of equity

for water utilities fortwo reasons. First, some water utilities' stock prices may be

in such a situation

dividend yields drop but growth rates do not fully reflect expected future growth

in cash flows. Second. the FERC method determines conservative measures of

equity costs by increasing the dividend to determine D1/P0 that is only six months

into the future instead of a full year. I explained why unique risks faced by

Arizona Water require that it be authorized an ROE at least 50 basis points

higher than the appropriate ROE for the sample water utilities. Thus, the

conservative DCF estimates based on the FERC DCF equity cost approaches

and the premium for the Company's additional risk indicate Arizona Water's

46

bid up in anticipation of a favorable buyout ormerger.
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equity cost falls in a range of 10.7% to 10.9%

I have also used methods and data the CPUC staff has used to determine

equity costs with the risk premium approach. Those estimates indicate the cost

of equity for the water utility sample falls in a range of 10.6% to 11.4% and the

cost of equity for Arizona Water falls in a range of 11.1% to 11.9%. Combined

all of the DCF and risk premium approaches indicate the cost of equity for the

water utility sample falls in a range of 10.2% to 11.4% with an average of 10.8%

and Arizona Water's equity cost falls in a range of 10.7% to 11.9% with an

average of 11 .3%. Based on these equity cost estimates, I recommend Arizona

Water be authorized an ROE of 11.25%, an ROE slightly below the average of

my equity cost estimates. I have prepared Table 15, in which this information

has been summarized

13 Q IS THERE OTHER INFORMATION THAT CORROBORATES YOUR

ESTIMATES AND RECOMMENDATIONS?

Yes. Current Staff has devised ways to implement the CAPM and DCF models

that, after accounting for differences in the level of interest rates, produce equity

cost estimates that are much lower than this Commission authorized prior to

December 2001. Table 14 lists nine decisions for large water and gas utilities in

Arizona and concurrent 10-year Treasury rates. Adding the average risk

premium above 10-year Treasury rates of 5.43% to the current forecast of

Treasury rates indicates an ROE consistent with past orders of 11.0%. Arizona

1
T

Water, however, faces higher risk today because it must comply with more

stringent state and federal regulations than those that existed in the past and has

added risk of recovering arsenic treatment costs. Thus, my recommended ROE

of 11.25% is in line with the average of past ACC determinations of equity costs

prior to December 2001

1
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The past decisions also put in perspective recent Staff recommended

ROEs of close to 9.0% for Arizona Water and Arizona-American Water Company

and an even lower recommendation of 8.0% for Rio Rico Utilities (Rio Rico

Utilities, Inc., Docket No. WS-02676A-03-0434). Implementation of finance

models that lead to such low ROEs are inconsistent with ROEs this Commission

authorized before the Staff revised the methods it uses to determine equity costs

in 2001 ,

Q. IS THERE OTHER EVIDENCE THAT AN 11.25% ROE IS REASONABLE

TODAY?

A. Yes. On May 7, 2003, when Staff prepared its direct testimony in the Arizona-

American Water rate case, the yield on 10-year Treasury securities was 3.8%,

while Staff determined the average equity cost for its sample of water utilities

was 9.2%. The earliest new rates wilIbe in place for Arizona Water is 2005

when 10-year Treasury rates are forecasted to be 5.45% (see Table 9). Based

on a simple change in interest rates of 165 basis points, Staff's determination of

13

utilities sample.

being more risky than the sample of water utilities Staff used to determine its

equity cost, the comparable equity cost estimate of Arizona Water is not less

a 9.2% ROE in May 2003 now supports an equity cost of 10.85% for the water

Including 50 basis points to compensate Arizona Water for

than 11.35% at this time, which is in line with my recommended ROE of 11.25%

for Arizona Water.

Q. DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

1

2

3

4

5

6

7

8

9

10

12

13

1 4

1 5

1 6

1 7

1 8

19

20

21

22

23

24

25

26

A.
1582066.1/12001.187

Yes.

a

I

13 Direct Testimony of Joel M. Raker, Docket No. ws-01303A-02-0867, et al., at 23, n. 11.
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Arizona Water Company

Table 9

Forecasted rates for Treasury Securities and
Baa Corporate Bonds for 2005-2006

2006 Average

5.60% 5.90% 5.75%
10-Year Treasury Securities

Blue Chip

Value Line
Average 5.45% 5.65% 5.55%

Long-term Treasury Securities

Blue Chip

Value Line
Average

6.10%

5.90%
6.00%

6.50%

6.00%
6.25%

6.30%

5.95%

Baa Corporate Bonds

Blue Chip

Value Line
Average

7.70%

7.50%
7.60%

8.00°/<
7.50%
7.75%

7.50%

Sources and Notes
a/ Blue Chip consensus forecasts, June 2004
b/ Value Line Quarterly Forecast, May 28, 2004
c/ No forecast made by Value Line. Assume

the difference in Baa rate forecast and long-term
Treasury forecasts would be the same

I
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Arizona Water Company
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1 Table 10

Risk Premium Equity Cost Analysis
Realized ROEs Adopted as Equity Cost Proxies

Return
on

Equitra/

Annual Averages
Long-term. 10-Year

Treasury-3' Treasury'°/

Risk Premiums
Long-ierm 10-Year
Treasury Treasury

1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

11 .57%
10.87%
1120%
12.02%
11.82%
10.90%
10.59%
9.75%
10.27%
10.58%

6.60%
7.35%
5.88%
6.70%
5.60%
5.58%
5.87%
5.94%
5.49%
5 .41 %

5.87%
7.09%
6.57%
6.44%
8.35%
5.26%
5.65%
6.03%
5.02%
4.61%

4.97%
3.52%
4.32%
5.32%
5.22%
5.32%
4.72%
3.81%
4.78%
5.17%

5.70%
3.78%
4.63%
5.58%
5.47%
5.64%
4.94%
3.72%
5.25%
5.97%

10-Year Average Premium-"I
5-year Average Premium-

4.71 %
4.76%

5.07%
5_10%

Forecasted Interest Rates for 2005-2006-*" 6.13% 5.55%

Projected Returns on Equity
10-year Average
5-year Average

10.8%
10.9%

10.6%
10.7%

Notesand Sources:
_al CPUC Staff Cost of Capital Report, Table 2-7, A.03~07-036, January 2004.
_b/ Source is Table 9.

1
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Arizona Water Company

Table 11

Risk PreMium Equity Cost Analysis
Authorized FlOEs Adopted as Equity Cost Proxies

Authorized
Returns on

Equity'a/

Annual Averages
30-year 10-Year

Treasury'*"Treasury-"'

Risk Premiums
30-Year 10-Year
Treasury Treasury

1993

1994

1995

1996

1997

1998

1999

2000
2001

2002

12.13%
12.13%
11.51%
11.58%
11.18%
11.06%
11.12%
11.12%
10.86%
10.82%

6.60%
7.35%
6.88%
6.70%
6.60%
5.58%
5.87%
5.94%
5.49%.
5.41 %

5.87%
7.09%
6.57%
6.44%
6.35%
5.26%
5.65%
6.03%
5.02%
4.61%

5.53%
4.78%
4.83%
4.88%
4.58%
5.48%
5.25%
5.18%
5.37%
5.21 %

6.26%
5.04%
4.94%
5.14%
4.83%
5.80%
5.47%
5.09%
5.84%
6.01%

10-year Average Premium
5-year Average Premium

5.09%
5.30%

5.44%
5.64%

Forecasted Interest Rates for 2005-2006-°' 6.13% 5.55%

Projected Returns on Equity
10-Year Average
5-Year Average

11.2%
11.4%

11.0%
11.2%

Notes and Sources: .
._a/ CA Turner Utility Reports, issues for December for various years.
_b/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004.
__c/ Source is Table 9.

I

i
6/29/04

I

I

I
I

I

4



Arizona Water Company

Table 12

Risk Premium for Water Utilities Based on Past Earned ROEs

Panel A: Historic Data

Premium

4.00%

1

2

3

4

5

e

7

Baa Rate

12.72%

10.39%

10.58%
10.83%
10.18%
10.36%
9.80%
8.98%

0.71 %

7.87%
7.22%

8.97%
2.13%
3.10%
4.16%
4.06%
4_12%
3.14%
1 .54%

8

g
10

11
12
13
14
15
16
17
18

1985

1986
1987
1988
1989
1990
1991

1992
1993
1994
1995

1996
1997
1998
1999
2000
2001
2002

14.40%

13.28%
14.58%
12.42%
10.39%
11.07%
12.82%
11.80%
11.90%
10.76%
11 .309

12.21 %
11.939
11 .349
11 .O2%
9.91%

10.25%

10.58%

8.37%
7.95%

%

12.60%
11.12%

10.48%
7.99%

19 Average 1985-1992
20 Average 1993-2002
21 Difference
22 Slope

1 .02%

Panel B: Solve for constant in formula (risk premium = constant - slope x Baa rates

constant
constant
constant

risk premium + slope'° ' x Baa rate

X 7.99%

Panel C: Solve for current risk premium and equity most

slope x Baa rate
41 X 7.68%

Risk Premium
Risk premium

constant

6.39%

Estimated cost of equlty = bond rate + risk premium

Notes and Sources
8 Source' CPUC Staff Table a-4, Application 95-09-010 (San Gabriel Valley Water)
b/ Source: CPUC Staff Table 2-7, Application 02-09-030 (California-American Water)
c/ Source: CPUC Staff Table 2-7, Application 02-11-044 (San Gabriel Valley Water)
QL/ Annual average reported by the Federal Reserve
Q Slope of -.41 = change in risk premium divided by change in bond rates

Derived from data derived at lines 20, 21, and 22 above
f/ Source: Table 9

S/29/04



Arizona Water Company

Table 13

Risk Premium for Water Utilities Based on Past Earned ROEs

Panel A: Historie Data
Earned 10-Year

Treasurv
10.62%

Premium
3.78%

5.61%

1

2
3
4
5
6

8.39%

8.85%
8.49%

3.57%

7.88% 4.95%

5.87%
7.09%

6.03%
8.67%

6.35%
5.26%

7
8

g
10
11
12
18
14
15
16
17
18

3.88%

1985

1986
1 987
1988
1989
1990
1991

1992
1993
1994
1995

1996
1997
1998
1999
2000
2001
2002

14.40%
13.289
14.58%
12.42%
10.39%
11.079
12.82%

11 .80%
11 .90%
10.76%
11.30%
12.21 'm
11 .93%
11.34%
11.02%
9.91%

10.25%
10.58%

5.02%
4.61 %

19 Average 1985-1992
20 Average 1993-2002
21 Difference
22 Slope

12.60%
11.12%

8.43%
5.89%
2.54%

5.23%
1 .07%

Panel B: Solve for constant in formula (risk Dremium = constant - slope x 10 yr Treas rate)

constant
constant
constant

risk premium + sk0pe~"' x 10 Year Treasury rate

X 5.89%

Panel C: Solve for current risk premium and equity cost

Risk Premium
Risk premium

constant
7.70%

slope x 10yr Treasury rate

42 X 5.55%

Estimated equity cost : bond rate + risk premium

Notes and Sources
9_1 Source: CPUC Staff Table 3~4, Application 95-09-010 (San Gabriel Valley Water)
b/ Source: CPUC Staff Table 2-7, Application 02-09-080 (California-American Water)
cl Source: CPUC Staff Table 2-7, Application 02-11-044 (San Gabriel Valley Water)
Q Annual average reported by the Federal Reserve
Q Slope al -.42 = change in risk premium divided by change in bond rates

Derived from data derived at lines 20, 21, and 22 above
f/ Source: Table 9
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Arizona Water Company

Table 14

Returns on Equity for Larger Arizona Water
Sewer and Gas Utilities Prior to December 2001

and
Indicated Current Cost of Equity

Company
Decision
Number

Decision
Date

Average Annual
Authorized 10-Year

ROE Treasury Rate
Risk

Premium

Citizens Utilities Company, Agua
Fria Water Division, Sun City Water
Company, Sun City Sewer Company
and Sun City West Utilities Company 80172 May 7, 1997 10.50% 6.35% 4.15%

60220 May 27, 1997 11.00% 6.35% 4.65%

60437 Sept 29, 1997 11.50% 6.35% 5.15%

5.26% 6.04%

61831 5.65% 5.35%

61008 July 16, 1998 11.30%

July 20, 1999 11.00%

61854 July 21, 1999 12.00% 5.65% 6.35%

62184 Jan 5, 2000 11.75% 6.03% 5.72%

Paradise Valley Water Company

Far West Water Company

Saddlebrooke Utility Company

ParadiseValley Water Company

Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water & Sewer Co. (Water) 62649 June 13, 2000 11.50% 6.03% 5.47%

Southwest Gas Corporation 64172 Oct. 80, 2001 11.00% 5.02% 5.98%

Average 11.28% 5.85% 5.43%

Equity cost indicated by forecasted 10-year Treasury rate 5.55% 11.0%

6/29/04
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Arizona Water Company

Table 15

Summary Table: Estimated Cost of Equity Ranges
for Benchmark Water Utilities and Arizona Water Company

Equity Cost Estimates
For

Samples of Water
Utilities

Estimated
Equity Costs
for Arizona

Water Company

DCF Analysis Based on FERC Methods:

One Step -- Table 4 10.2% 10.7%

Two Step ~- Table 8 10.4% 10.9%

Risk Premiums Estimates based on CPUC Methods and Data:

Risk premium ;... Table 10 10.6% to 10.9% 11.1% to 11.4%

Risk premium -- Table 11 11.0% to 11.4% 11.5% t() 11.9%

Risk premium-- Table 12 10.9% 11.4%

Estimated Rance and Averaqe Ec1uiW Cost

Range 10.2% to 11.4% 10.7% to 11.9%

Average 10.8% 11.3%

Recommended ROE 11.25%

i
l
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FENNEMORE CRAIG
Norman D. James
Jay L. Shapiro
3003 N. Central Ave
Suite 2600
Phoenix. Arizona 85012
Attorneys for Chaparral City Water Company

1

2

3

4

5

6
BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO. W-02113A-04-0616
8

9
On remand from the Arizona Court
ofAppeals, No. 1 CA-CC 05-0002

10

11

IN THE MATTER OF THE
APPLICATION OF CHAPARRAI
CITY WATER COMPANY, INC., AN
ARIZONA CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR
INCREASES IN ITS RATES AND
CHARGES FOR UTILITY SERVICE
BASED THEREON12

13

14

16

18

19

20

REBUTTAL TESTIMONY OF

THOMAS M. ZEPP

October 31, 2007
22

24

FENNEMORE CRAIG. pc

PMUENIX §3881I I l'r~
8 898888 Hui!



ll\ll\ l

g .
I

I
I

I

11.

3 111.

IV.

INTRODUCTION AND QUALIFICATIONS
PURPOSE OF TESTIMONY, BASIC PRINCIPLES, SUMMARY AND
RECOMMENDATIONS
ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY
APPLIED TO A FAIR VALUE RATE BASE
A. The Fair Value Requirement

The Relationship Between Fair Value, the Cost of Equity and the
Rate of Return

RESPONSE TO STAFF'S RECOMMENDATION REGARDING THE
APPROPRIATE RETURN ON THE FAIR VALUE OF CHAPARRAL
CiTY'S UTILITY PLANT AND PROPERTY
RESPONSE TO RUCO'S RECOMMENDATION REGARDING THE
APPROPRIATE RETURN ON THE FAIR VALUE OF CHAPARRAL
CITY'S UTILITY PLANT AND PROPERTY

19

22

26

FENNEMORE CRAIG. PC

PHDENIX

v.



l
# 1

1.

Q-

A.

INTRODUCTION AND QUALIFICATIONS

Q.

I
I
I
I

A.

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

WHAT IS YOUR PROFESSION AND BACKGROUND?

I am an economist and Vice President of Utility Resources, Inc., a consulting firm.

I received my Ph.D. in Economics from the University of Florida. Prior to jointly

establishing our consulting firm in 1985, I was a consultant at Zinder Companies

from 1982 to 1985 and a senior economist on the staff of the Oregon Public Utility

Commissioner between 1976 and 1982. Prior to 1976, I taught business and

economics courses at the graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory

commissions, courts and legislative committees in twenty-two states, before two

Canadian regulatory authorities and before four Federal agencies. In addition to

cost of capital studies, I have testified as to incremental costs of energy and

telecommunications services, determined values of utilities properties and testified

on the importance of applying economic principles to determine prices for

regulated services .

I
I
I
I
I
I

Q~ DID YOU PROVIDE COST OF CAPITAL TESTIMONY ON BEHALF OF

8

8
8
l

I
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samoan cnA\c,p.c.

A.

CHAPARRAL CITY WATER COMPANY IN DOCKET no. W-02113A-04-

0616?

Yes. I prepared direct, rebuttal and rejoinder testimony addressing the appropriate

cost of equity to be used in establishing a just and reasonable rate of return on the

fair value rate base of Chaparral City Water Company ("Chaparral City" or "the

Company"). I also appeared and testified before the Arizona Corporation

Commission ("Commission" or "ACC") during the hearing held on May 31, and

1
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June 1, 6 and 8, 2005. I also have reviewed Decision No. 68176, issued by the

Commission in September 2005, as well as the decision issued by the Arizona

Court of Appeals in February 2007. Consequently, am familiar with the priorI

proceedings in this case.

PURPOSE OF TESTIMONY,
RECOMMENDATIONS

BASIC PRINCIPLES, SUMMARY AND

7 Q- YOUR TESTIMONY IN

9 A.

WHAT IS THE SUBJECT OF THIS

PROCEEDING?

Chaparral City asked me to review and provide testimony in response to the direct

testimony of David C. Parcell filed by the Commission's Utilities Division

("Staff") and the direct testimony of Ben Johnson filed by the Residential Utility

Consumer Office ("RUCO") regarding the rate of return to be applied to Chaparral

City's fair value rate base ("FVRB"). I was also asked to review certain published

decisions of the Arizona appellate courts related to the use of the fair value of a

utility's property in setting rates in Arizona, and to express my opinion as an

economist concerning the rate of return that should be applied in Arizona based on

those decisions and the decision issued by the Arizona Court of Appeals in this

case.

19 Q- DO YOU HAVE A GENERAL COMMENT ABOUT THE TESTIMONIES

OF MR. PARCEL AND DR. JOHNSON THAT PUTS THEIR

TESTIMONIES IN PERSPECTIVE?

22 A. Yes. The methods sponsored by both Mr. Purcell and Dr. Johnson do not address

the fact that Arizona is different from other states because, as a constitutional

requirement, the Commission must set rates at a level that gives investors a

reasonable opportunity to earn the cost of equity applied to the equity portion of the

fair value rate base. Instead of providing constructive testimony that might be
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Q-

A.

helpful to the Commission when it determines how to set rates for utilities that

acknowledges Arizona's unique constitutional requirement, Mr. Parcell and Dr.

Johnson propose methods that have the goal of producing dollar earnings for

common equity investors that would be no greater than earnings authorized in

states that regulate utilities on the basis of original cost. In effect, Mr. Parcell and

Dr. Johnson are proposing that the Commission try to drive a square peg (rates

based on original cost) through a round hole (Arizona's constitutional fair value

requirement), instead of helping the Commission find a useful "round peg" that

accommodates both the constitutional requirement in Arizona and is fair to

ratepayers and investors. The attempts by Mr, Parcell and Dr. Johnson to

circumvent the requirements of the Arizona Constitution is the critical issue in this

remand proceeding.

HOW IS YOUR TESTIMONY ORGANIZED?

I present three additional sections of testimony below. In Section III, I define the

terms that I use in this testimony, discuss my review of certain decisions of the

Arizona courts and provide my opinion as an economist about what rate of return

must be combined with the FVRB. I explain that the rate of return should include a

return on equity based on a market-determined estimate of the cost of equity to

satisfy the requirements of the Arizona Constitution. I conclude the constitutional

fair value requirement in Arizona makes it clear that the ACC has a different task

when it sets rates for its utilities than is the case for regulators in other states that do

not have such a constitutional requirement. In sections W and V, I respond to the

specific approaches taken by Mr. Parcell and Dr. Johnson, respectively.

PLEASE SUMMARIZE YOUR TESTIMONY AND CONCLUSIONS.

The determination of both the return on equity and the overall rate of return on

FVRB is independentof the determination of an original cost rate base ("OCRB")

I
I

3
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17 Q.

and determination of the value of the FVRB. Mr. Parcell's and Dr. Johnson's

contentions that the cost of equity estimates used in this case are tied to the

Company's OCRB has no foundation in fact or theory. Their claims also ignore

the fact that unregulated firms, which could care less about the original cost of

their assets, rely on market-determined costs of equity.

Mr. Parcell and Dr. Johnson offer alternative methods that do not address

the concerns raised by the Arizona Court of Appeals in its decision. Mr. Parcel]

merely offers a transparent twist to the same method the court found unlawful and

thus offers no assistance to the ACC in addressing the issue raised in this remand

proceeding. Dr. Johnson offers a method inconsistent with not only the Arizona

Constitution but also with well known U.S. Supreme Court decisions, which

require investors be given a reasonable opportunity to earn a fair rate of return.

Contrary to Dr. Johnson's contentions, the method he proposes not only denies

investors a reasonable opportunity to earn a fair rate of return today, but the

cumulative burden of that lost return will increase over time, even if the fair value

rate base increases at the rate he speculates will occur.

WHAT IS YOUR RECOMMENDATION IN THIS CASE, DR. ZEPP?

I recommend the Commission determine operating income by multiplying the

FVRB by the rate of return previously determined by the Commission in this case,

which is 7.6%. While I do not agree that a return on equity as low as 9.3%, which

is was used to calculate the 7.6% return, is reasonable for Chaparral City, the

Arizona Court of Appeals concluded that this return on equity was neither unlawful

nor unreasonable. Consequently, the Company is not challenging the return on

equity and resulting return on rate base in this remand proceeding.

My recommendation recognizes that the framers of the Arizona Constitution

as well as Arizona voters in three different elections have determined it is

4



l

appropriate for investors to gain or lose if the value of the assets used to provide

service change in value from year to year. Thus, the appropriate rate base to use

when setting rates is the FVRB, i.e., the value of Chaparral City's assets at the time

of inquiry. My recommendation also recognizes that the U.S. Supreme Court

requires a fair rate of return to be applied to the assets being used to provide service

to the public. In Arizona, those assets are valued at the time of inquiry, not when

they were originally purchased or constructed. I have adopted the Commission's

determination of the FVRBz003 of $20,340,298, which is determined as an average

of the OCRB and RCND. Multiplying the 7.6% return by the FVRB of

$20,340,298 results in an appropriate operating income of $l,545,863. The U.S.

Supreme Court requires that a rate of return of no less than 7.6% be applied, and

the Arizona Constitution and courts require the FVRB of $20,340,298 be used.

111. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TO A FAIR VALUE RATE BASE

Q.
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A.

A. The Fair Value Requirement

PLEASE DEFINE ORIGINAL COST RATE BASE, RECONSTRUCTION

COST AND FAIR VALUE RATE BASE.

An OCRB is the depreciated value of the historic cost incurred by a utility for the

assets used to provide the utility services being regulated. In Arizona court

decisions, original cost has also been called "prudent investment." Reconstruction

cost new less depreciation ("RCND") is the cost of those same assets in current

dollars. Generally, account-specific cost indices are multiplied by the original cost

of the assets in those accounts to determine the RCND. The methodology used in

this case was described in Mr. Bourassa's direct testimony, on pages 6-9. I

understand that there was no disagreement about the RCN study submitted by the

Company with its original application.

Frsuwemoius cnuuc, p.c.
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The FVRB is the rate base that the Arizona Constitution requires the ACC

to use in fixing rates and charges for the utility services being regulated. The

Arizona courts have stated that "[f]air value is measured by the value of a utility's

property at the time of inquiry." Chaparral City Water Co. v. ACC,No. l CA-CC

05-0002 (Feb. 13, 2007) ("ChaparraI City Decision"), p. 7. That value is not the

value of the rate base a year ago or the expected value of the rate base at some time

in the future. In this case, the utility's FVRB is the value of the rate base at the end

of the test period, 2003, not a period prior to 2003 or some expected period in the

future.

The ACC's long-standing practice has been to average the utility's OCRB

and its RCND rate base, and use the result as the FVRB. That is a very

conservative approach. The Company elected not to challenge that approach in

this case, and its FVRB, $20,340,298, is not at issue on remand. Dr. Johnson

suggests replacement cost new less depreciation may provide a better indicator of

the FVRB than does the average of the OCRB and the RCND. Other Company

witnesses will address that argument. I will simply note that the Commission's

regulation governing rate applications requires utilities to use reconstruction cost

and to submit an RCND rate base. (See A.A.C. R14~2- l03.B.)

Unless I state otherwise, throughout my testimony I assume the FVRB is

determined by the ACC's usual practice of averaging the OCRB and the RCND

rate base.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q, WHAT IS THE ISSUE YOU ADDRESS IN THIS SECTION OF YOUR

TESTIMONY?

The Arizona Constitution provides that "the corporation commission shall, to aid it

in the proper discharge of its duties, ascertain the fair value of the property within

the State of every public service corporation doing business therein." Arizona

FENNEMORE CRAIG, p.C

Pnoerux
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9 Q-

11

12

A.

14

Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

of a FVRB in setting rates, a preliminary issue that should be addressed is whether

the percentage rate of return on rate base, which is composed of the market cost of

equity and embedded (fixed) cost of debt, should be set independent of the

determination of the FVRB or whether some method ... such as those proposed by

Purcell and Johnson -- should be used to produce the same (or lower) operating

income as would be produced by the using OCRB as the fair value of Chaparral

City's property

GENERALLY SPEAKING, HOW DOES THE "FAIR VALUE" STANDARD

OPERATE?

Under the fair value standard, the rate of return is applied to current market value

of a utility's plant and property that is devoted to public service. The U.S

Supreme Court has explained that this approach is intended to mimic the

competitive market

16

18

19

[The] fair value standard mimics the operation of the
competitive market. To the extent utilities' investment in
plant are good ones (because their benefits exceed their costs)
they are rewarded with an opportunity to earn an "above
cost" return, that is, a fair return on the current "market
value" of the plant. To the extent utilities' investments tum
out to be bad ones (such as lents that are canceled and so
never used and useful to the public), the utilities suffer
because the investments have no fair value and so justify no
return

22

24

Duquesne Light Co. v. Barasch, 488 U.S. 299, 308-09 (1989). InFederal Power

Comm 'n v. Hope Natural Gas Co.,320 U.S. 591 (1944), the U.S. Supreme Court

ruled that other methods of setting utilities' rates may also be used, and adopted

what is sometimes called the "end result" test to determine whether utilities' rates

pass constitutional muster

WHAT IS THE POSITION OF THE ARIZONA COURTS?26 Q-

FENNEMOILE CRAIG, P.C
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4 I understand that Arizona Coups have recognized and followed relevant U.S.

Supreme Court decisions that have applied the fair value standard. In US West, the

Arizona Supreme Court stated: "Whenever possible, however, we construe the

Arizona Constitution to avoid conflict with the United States Constitution and

federal statutes." US West Communications, Inc. v. Ariz. Corp. Comm 'n, 201 Ariz.

245, 246, 34 P.3d 351, 355 (2001).

Mr. Parnell, Dr. Johnson and I all recognize that Arizona differs from other

jurisdictions because of the requirement embodied in the Arizona Constitution that

the fair value of the utility's plant and property be found and used in setting rates.

Because of this requirement, the Arizona Supreme Court has stated that the "end

result" test approved in Hope cannot be used in Arizona to justify a particular rate

setting approach:

for of calculating what are just and reasonable
cannot be used by the commission.

To do so would violate our constitution. The statute under
case prescribed no fionnula

While

I
I
l

1

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company's property and use such finding as a rate base

the Ipu1°pos€
rates. he Hope case

consideration in that for
establishing a rate base. our constitution does not
establish a formula for arriving at fair value, it does require
such value to be found and used as the base in fixing rates.
The reasonableness and justness of the rates must be related
to this finding of fair value.

Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382

(1956) (emphasis added). The court also stated:
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Fair value means the value of properties at the time of
inquiry, whereas prudent investment relates to a value at

or decrease in the cost of construction to influence the rate,
whereas the latter makes no such allowance. Irrespective of
the merits, if any, of the prudent investment theory, because
of our constitution the commission cannot use it as a guide in
establishing a rate base.

the t1me ofinvestment. The former allows the increase

FENNEMORB CRAIG, P.C.
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The methods proposed by Mr. Purcell and Dr. Johnson, however, do not recognize

that the fair rate of return must be applied to the FVRB existing "at the time of

inquiry." As a result, the methods they propose do not help the Commission

determine a method that will address the fundamental problem the Court of

Appeals identified in its order remanding this case to the ACC.

Q~ PLEASE DISCUSS WHAT IS MEANT BY A FAIR RATE OF RETURN.

1

A fair rate of return is achieved when a utility is permitted to set rates and charges

for service at levels where.the expected return provides common stock investors a

reasonable opportunity to earn the cost of common equity. Since operating

expenses and interest on debt take precedence over payments to common

stocldiolders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U.S. Supreme Court recognized this

requirement many years ago. In describing the appropriate return on a utility's

FVRB, the U.S. Supreme Court, inEluefeld Waterworks, stated:

A public utility is entitled to such rates as will permit it to
earn a return on the value of the property which it employs
for the convenience of the public equa to that generally eing
made at the same time and in the same general part of the
country on investments in other business undertakings which
are attended by corresponding risks and uncertainties; but it
has no constitutional right to profits such as are realized.or
anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.

Blue field Waterworks & Improvement Co. v. Pub. Serv. Comm 'n of Wes! Va., 262

U.S. 679, 692-93 (1923). In the Hope decision, the Supreme Court restated this

l
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requirement :

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having

FENNEMORE CRAIG, P.C.
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corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

Hope Natural Gas, 320 U.S. at 603.

Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as the discussion in U.S. Supreme Court decisions such as

Blue field Waterworks, 262 U.S. at 690-92, show. Arizona courts have continued to

state that the Commission must use a FVRB in setting rates in Arizona. Recently,

the Arizona Supreme Court stated that in a monopolistic setting, "fair value has

been the factor by which a reasonable rate of return was multiplied to yield, with

the addition of operating expenses, the total revenue a corporation could earn." US

West, 201 Ariz. at 245, 34 P.2d at 354. That statement is consistent with the

Arizona Supreme Court's statement in Simms some 45 years earlier that the

"reasonableness and justness of the rates must be related to [the] finding of fair

value." Simms, 80 Ariz. at 151, 294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what constitutes

a fair rate of return are consistent with the holdings of the Arizona courts. Because

of the requirements in Article 15 of the Arizona Constitution, however, the ACC

should establish rates that provide a fair rate of return on the fair value of a utility's

property at the time of inquiry, Le., its FVRB.
!

I
I

I
I B. The Relationship Between Fair Value, the Cost of Equity and the Rate

of Return

Q-

|
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PREVIOUSLY IN THIS DOCKET (DOCKET no. W-02113A-04-0616),

YOU PROVIDED EQUITY COST ESTIMATES FOR CHAPARRAL CITY.

DID THOSE ESTIMATES DEPEND ON THE TYPE OF RATE BASE

USED?

No. Equity cost estimates are generally determined with market data and thus are

}=EnnElvloRBCRAIG, P.C.
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independent of the rate base to which they are applied. Equity cost estimates I

presented in 2004 and present in cases today are determined from market data and

provide an estimate of the equity return an investor requires on dollars invested in

shares of common stock. Moreover, when the ACC determines costs of equity it

relies only on cost of equity estimates derived from market-determined methods

such as the Discounted Cash Flow ("DCF") model and the Capital Asset Pricing

Model ("CAPM"), and does not use comparable earnings or other approaches that

rely on accounting-based equity returns. The Commission's policy of relying on

market-based finance models to estimate the cost of equity has been stated in a

number of cases. For example, in a recent case tiled by Arizona-American Water,

the ACC explained:

returns on common
equity, Value Line's

realized returns on common

In regard to Arizona-American's arguments that Staffs cost of
equity estimates are inconsistent with recent authorized

equity,
forecasted returns on common equity,

and of forecasted Treasuries, we agree with Staff and RUCO
that while the comparable earnings method was once widely
used to determine equity cost, it has been replaced by market
based corporate finance models, including the DCF and the
CAPM. We further agree that because the DCF method and
the CAPM estimate the cost of equity by quantifying the
anticipated dividends and capital gains investors ex et
earn by purchasing shares of stock with comparable rig,
results meet theHope comparable risk standard.

to
their

Arizona-American p.

Similarly, in a recent case filed by Arizona Water Company, the ACC stated:

Water Co., Decision No. 67093, 29 (June 30, 2004).

J In estimating its cost of equity,
methodology
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been discredited for several Market-based

Arizona Water relied on a risk
premium analysis used by the CPUC staff]
which uses comparisons to actual or authorized returns on
equity. This sort of "comparable earnings" analysis has long

reasons, .
methods like the DCF model and the CAPM provide more
reliable estimates of equity cost, because it is capital markets,
not regulatory commissions, that determine the cost of equity.

` urged by the Company
market forces that regulation attempts,

Use of the rlsk premium analysis
would circumvent the

FENNEMORE CRAIG, P.C.
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as much as possible, to replicate. The risk premium
analysis methodology erroneously assumes that accounting~
based "actual" ROEs are equal to the cost of equity.

Arizona Water Co., Decision No. 68302, pp. 37-38 (Nov. 14, 2005). The same

approach was used by the ACC in determining Chaparral City's equity return in

this case. Decision No. 68176, pp. 17-26.

Q- WHAT COST OF EQUITY AND RATE OF RETURN DID THE

COMMISSION ULTIMATELY ADOPT FOR CHAPARRAL CITY?

Q-

ADOPTED ON

A.
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Staffs cost of capital witness used two versions of the DCF model, as well as two

equity cost estimates using the CAPM. These estimates were then averaged to

reach Staffs 9.3% cost of equity estimate. In Decision No. 68176, the

Commission adopted Staffs recommended cost of equity, and used that cost, along

with Chaparral City's cost of long-term debt, 5.1%, to calculate a return on rate

base of 7.6%.

ARE THE FINANCE MODELS USED BY THE STAFF WITNESS AND

BY THE COMMISSION DEPENDENT CHAPARRAL

CITY'S RATE BASE?

No. Both the DCF model and the CAPM are market-based finance models, and as

a result, the results produced by those models are independent of the rate base to

which they are applied. The particular versions of the models used by Staff

provide an estimate of the return an investor expects to receive on dollars invested

in shares of common stock of a group of substantially larger, publicly traded

companies. Both models relied on market data available from Value Line and

other public sources. The rate bases of the publicly traded companies do not factor

into the models. Nor did Chaparral City's rate base factor into the models. Thus,

the percentage equity cost adopted by the Commission in Decision No. 68716 is

independent of whatever formula is used to determine the FVRB .

FEnn1zmon.*s CRAIG, p.c.
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DO YOU AGREE WITH THE STAFF AND RUCO WITNESSES THAT

THERE IS A RELATIONSHIP BETWEEN THE COST OF EQUITY AND

ORIGINAL COST RATE BASE?

No. I strongly disagree that the cost of equity is intertwined with the use of OCRB.

Equity cost estimates are derived from methods that are independent of the rate

base. Neither Mr. Purcell nor Dr. Johnson provide a shred of evidence to show

there is a tie between the cost of equity estimates produced by the DCF and CAPM

models and Chaparral City's OCRB. Thus their claims have no validity.

WILL THE APPLICATION OF A MARKET-BASED RATE OF RETURN

TO THE FVRB ALWAYS LEAD TO HIGHER PRICES FOR UTILITY

SERVICES THAN WOULD BE THE CASE IF THE MARKET-BASED

RATE OF RETURN WERE APPLIED TO AN OCRB?

No, it will not. In Simms the Arizona Supreme Court recognized that fair value

"allows the increase or decrease in cost of construction to influence the rates,

whereas [OCRB] makes no such allowance." Simms, 80 Ariz. at 151, 294 P.2d at

382. The impact of using a FVRB will vary depending on the utility's particular

circumstances. I would expect that the application of the market~based rate of

return to a FVRB for a water utility will, in many cases, lead to higher rates than

application of a market-based rate of return to an OCRB. But in other cases, the

FVRB may be less than the OCRB and thus lead to lower prices for utility services

than if the OCRB were used to determine such prices. The drafters of the Arizona

Constitution apparently wanted Arizona ratepayers to benefit from cost savings just

as they felt that stockholders should be allowed to am a return on the current value

of their assets if costs have increased.

The FVRB is the value of assets at the time of inquiry. In this case that

value was determined at December 31, 2003, not some earlier year or some
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projected future year. Whitman Requardt & Associates publish the Handy

Whitman Indices used to determine RCND. They report that in the 12 month

period ending in January 1, 2007, the average index for Total Gas Plant decreased

by 4.4%. This clearly shows that FVRB, as determined with the ACC method, can

increase or decrease

WHAT IS THE SIGNIFICANCE OF SUCH COST CHANGES?

It means that the value of the utility's FVRB could be either larger or smaller than

the value of the utility's FVRB during the last rate case. Thus, prices for utility

services paid by ratepayers when the market-based rate of return is multiplied by

the current FVRB could be higher or lower than rates paid by application of a

market-based rate of return to the FVRB in a prior case. With the application of a

market-based rate of return to an OCRB, if subsequent changes in costs have

increased or decreased the current value of the property, the earnings requirement

would not change

AS AN ECONOMIST, IF THE ARIZONA CONSTITUTION REQUIRES

RATES TO BE BASED ON THE FAIR VALUE OF THE UTILITY'S

PROPERTY. is IT APPROPRIATE TO DETERMINE THE EARNINGS

REQUIREMENT AS IF THE UTILITY'S RATES WERE BASED ON AN18

19

20

21

22

A.

24

No, it is not. I will call that method the "OCRB-earnings method" because it

adopts earnings based on an OCRB in setting rates even though a FVRB is also

determined. The Arizona Court of Appeals rejected the use of such an approach

when it remanded this case back to the Commission. But, unfortunately, there are

other OCRB-eamings methods that superficially base rates on FVRB but in fact tie

die utility's earnings to OCRB. As shown in Section IV, the method proposed by

Mr. Parcell on behalf of Staff is clearly such an OCRB-earnings method and thus is
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not helpful to the Commission. It can be easily shown that such a method is a

superfluous mathematical exercise no better than the one the Court of Appeals

found unlawful.

The method proposed by Dr. Johnson is flawed for a different reason. He

contends that earnings should be based on an arbitrary rate of return that is not tied

to market-derived costs of equity which this Commission, to my knowledge, has

always relied upon. In section V, I show the method he proposes is either another

OCRB-earnings method - and thus could not survive an appeal -- or is based on an

arbitrary rate of return that produces lower earnings than would result if rates were

based on OCRB. Thus, Dr. Johnson's method is another attempt to circumvent the

intention of the drafters of the Arizona Constitution.

AT PAGE 8 OF PARCELL'S TESTIMONY AND PAGE 14 OF JOHNSON'S

TESTIMONY, THE WITNESSES SUGGEST THAT APPLICATION OF A

MARKET-DETERMINED RATE OF RETURN TO THE FVRB WOULD

PROVIDE A "BONUS" OR A "HUGE WINDFALL" TO INVESTORS. ARE

THEY CORRECT?

No. These statements presume investors expect to earn a return on the original

dollars invested by the utility in plant and equipment, that is, they are using the

"prudent investment" approach. Staff and RUCO presume that a rate of return

designed to provide investors a market-determined return on the equity portion of

the FVRB and recovery of embedded costs of debt provides a higher return on

equity than investors require. They are wrong. Based on the Arizona Constitution

and court decisions, investors should expect to earn a return on the "value of the

property used at the time it is being used," as the U.S. Supreme Court said in

Blue field, and "the value of properties at the time of inquiry," as the Arizona

Supreme Court said in Simms. That dollar return will be either higher or lower -
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and would only be the same return by accident -. than the return earned on OCRB

and thus there is no windfall gain. Their position also ignores information

available to investors, who would be familiar with the "fair value" concept and be

aware that in Arizona, such concept still applies. In other words, the particular rate

setting system in Arizona still employs (or is supposed to employ) "fair value" in

establishing a utility's rate base, and investors presumably are aware of Arizona's

system of regulation, just as they are aware of the particular rate setting systems in

other states

SHOULD THE R.AT E  OF RE T URN BE  RE DUCE D IF THE FVRB IS

LARGER THAN OCRB AS STAFF AND RUCO CONTEND?

No. it should not be. The Arizona Constitution and decisions by courts in Arizona

require that a fair rate of return be applied to the FVRB. And, for the same reason

the rate of rehlrn should not be increased if the FVRB is smaller than OCRB

STAFF AND RUCO ALSO STATE THAT APPLYING THE 7.6% RATE OF

RETURN DETERMINED TO BE REASONABLE FOR CHAPARRAL CITY

WILL DOUBLE-COUNT INFLATION. DO YOU AGREE?

No. Such a contention ignores the requirement that the rate of return be applied to

the FVRB. Staffs argument would eliminate the increases in the value of

Chaparral City's property that have led to the current value of Chaparral City's rate

base. Staff offsets that increase in value with a transparent mathematical

manipulation that assigns no rate of return to the "FVRB Increment" of the rate

base (difference between FVRB at the time of inquiry and OCRB). (Parcels Dr., p

5.)

24 RUCO takes another tactic. It looks forward and says the rate of return

should be reduced by the expected future increase in the FVRB. Such an approach

is not only speculative but in conflict with the intention of die drafters of the
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Arizona Constitution. The approach is speculative because it is known that year-

to-year changes in Handy-Whitman cost indices typically used to determine RCND

(and thus half of the FVRB) may be negative as well as positive. In 2006, for

example, the Handy-Whitman average index for Total Gas Plant decreased by

4.4% while the CPI increased. In such a case, the FVRB would decrease, not

increase. In response to Chaparral City's data request 1.5 (copy attached), RUCO

did not say the method Dr. Johnson sponsors for RUCO was limited to Chaparral

City and thus could be applied to all types of utilities. Thus, reducing the rate of

return for an actual or expected increase in the CPI, as proposed by RUCO, is

clearly unreliable and, in this instance, would severely understate the return

required by investors.

DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE

YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF

CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN

ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an

economist, several U.S. Supreme Court and Arizona appellate decisions, including

Blue field Waterworks, Hope, Simms, and US West. My testimony is based on what

the courts have stated in those decisions, which is why I have quoted from them

extensively. Based on the courts' statements, the regulatory framework appears to

be clear. As a professional economist with experience in ratemaking and other

types of proceedings involving utilities, I believe I am capable of reviewing and

discussing count decisions that pertain to this remand. However, if there are other

court decisions that I have overlooked or omitted, which contradict the discussion

in Simms or US West about the use of the FVRB, I stand to be corrected. As I read

the Court order which remanded this case to the ACC, it is totally consistent with
1

3
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I
f

I

I

I

25
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prior Arizona decisions I have reviewed.

2 Iv. RESPONSE TO STAFF'S RECOMMENDATION REGARDING THE
APPROPRIATE RETURN ON THE FAIR VALUE OF CHAPARRAL
CITY'S UTILITY PLANT AND PROPERTY

4 Q-

6

9 Q-

11

21 Q.

26

DOES STAFF AGREE THAT THE FAIR VALUE RATE BASE REQUIRED

TO BE USED IN ARIZONA IS UNIQUE?

Yes. In response to Chaparral City's data request 1.1 (copy attached), Staff stated

it was not aware of any other state that has a constitutional requirement that fair

value rate base be used in setting rates.

IS THERE A FLAW IN THE METHOD STAFF PROPOSES THROUGH

MR. PARCELL?

Yes. The method Mr. Parcell presents is just another version of the model that is

designed to provide Chaparral City's investors exactly the same return on equity

they would be authorized if Arizona required that OCRB be used to set rates

instead of fair value. Mr. Parcell's hypothetical capital structure and the rate of

return that he recommends be applied to Chaparral City's FVRB produce an

operating income of$l,289,l61. If the rate of return authorized by the ACC, 7.6%,

were applied to Chaparral City's OCRB, the resulting operating income is also

$l,289,l6l. This is no accident. The method proposed by Mr. Parcell is designed

to authorize exactly the same operating income to Chaparral City as would be the

case if Arizona were an original cost jurisdiction.

WHAT WOULD BE THE RATE OF RETURN AND THE DOLLARS OF

OPERATING INCOME THAT WOULD RESULT IF,  USING THE

EXAMPLE ON PAGE 5 OF MR. PARCELL'S TESTIMONY, CHAPPARL

CITY'S ORIGINAL COST RATE BASE WERE USED TO DETERMINE

OPERATING INCOME?

That calculation is provided in the table below:

A.

A.

A.

18
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Item Amount Capitalization
Percent

Cost (%) FV (%) Cost in Dollars

Debt

Equity

Total

$7,016,675
$10,014,090
$17,030,765

41.2%

58.8%

100.00%

5.10%

9.30%

2.10%

5.47%

7.57%

$357,850

$931,310

$1,289,161

Q. PLEASE COMPARE THAT RESULTS BASED ON THE ORIGINAL COST

RATE BASE WITH THE RESULTS MR. PARCEL PROVIDES AT PAGE 5.

A.

Item

Mr. Parcell's calculation is shown below:

Amount Capitalization
Percent

Cost <%> FV (%) Cost in Dollars

5.10%

9.30%
Debt

Equity

FVRBI

Total

$7,016,675

$10,014,090

$3,309,533
$20,340,299

34.50%
49.23%

16.27%

100.00%

0.00%

1.76%

4.58%

0.00%

6.34%

$357,850

$931,310

SQ
$1,289,161

I
I
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Mr. Parcell's method produces a 'return on FVRB of 6.34%, which generates

exactly the same dollars of operating income as would be the case if the 7.57% rate

of return were applied to the OCRB. The ACC should reject Mr. Parcell's proposal

because it is undeniably just one more "superfluous mathematical exercise" that

produces the same result as multiplying the rate of return by the OCRB. This is

because Mr. Parnell has assigned a "zero" cost/return to the FVRB Increment.

Consequently, just as Staff did before, Staff is recommending a method that does

not actually use the fair value of Chaparral City's property to set rates, despite the

Court of Appeals' ruling that such methods violate the Arizona Constitution.

MR. PARCELL CLAIMS IT IS NOT NECESSARY TO PROVIDE ANY

RETURN ON WHAT HE CALLS THE "FAIR VALUE INCREMENT" OF

THE COMPANY'S RATE BASE. DO YOU HAVE A RESPONSE?

Yes. His position ignores the Arizona Constitution and court decisions, which

FENNEMGRE CRAIG, P.C.
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FV (% ) Cost in Dollars

Debt

Equity

5.10%

9.30%

1.25%

1.76%

4.58%

0.20%

6.54%

$357,850

22

23

24

25

26

Total

require that a fair return be provided on the "fair value" as "measured by the value

of a utility's property at the time of inquiry." Chaparral City Decision, p. 7. At

the time of inquiry means at the time of inquiry, not some period prior to the "time

of inquiry." The "time of inquiry" is not the period when some other FVRB was

determined or the period when the plant was originally constructed. Mr. Parcell

also erroneously states that such a return is not required "from a financial

perspective" because the "FV Increment" was not supplied by investors. He is

again using the prudent investment approach, not the fair value approach mandated

by Arizona law. "Under the law of fair value a utility is not entitled to a return on

its investment, it is entitled to a return on the fair value of its properties devoted to

public service." Ariz. Corp, Comm 'n v. Arizona Water Co., 85 Ariz. 198, 203, 335

P.2d 412, 415 (1959)

A T PAGES 7 TO 8 OF HIS TESTIMONY, MR. PARCELL ALSO STATES

THAT IF  A RETURN IS  TO BE PROVIDED ON HIS "FAIR VALUE

INCREMENT." IT SHOULD BE NO LARGER THAN THE REAL "RISK

FREE" RATE OF RETURN. DO YOU HAVE A RESPONSE?

Yes. As I have shown, under his first proposal, in which a return of 0.00% is

applied to the "FV Increment" of the Company's FVRB, the resulting operating

income is equal to applying the 7.6% rate of return to the OCRB, making the

finding of fair value meaningless. Under his second proposal, he arbitrarily assigns

a cost of l .25%. rather than 0.00%, Here is the result

Amount Capitalization Cost (% )
Percent

34.50%

49.23%

16.27%

100.00%

$7.016,675
$10,014,090
$3,309,533

$20,340,299
$41,369

$1,330,530

FENNEMOILE CRAIG P.C
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As shown, the Company's operating income would increase by $41,369 .-. about

3%. Mr. Parcell maintains that this approach "would fully compensate the

Company's investors for their investment." (Parcell Dt., p. 9.) On that same page

he also claims that this proposal "utilizes the FVRB rate base of the Company

when it is obvious he is simply assigning a nominal cost .... 1.25% - to more than

$3.3 million of rate base to keep the operating income as close to $1,289,161 as

possible

To be consistent with the Arizona Constitution and the Commission's prior

determination that a 7.6% rate of return properly reflected Chaparral City's cost of

capital in this case, the return on Mr. Parnell's "FV Increment" should be 7.6%

Mr. Parcell assumes new assets have been contributed when that is not the case

The assets are just more (or less) valuable than they were in 2002 or in some other

year. Mr. Parcell contends that a lower return should be provided on the "FVRB

Increment" "due to the inclusion of inflation in the FVRB Increment." His

contention, however, depends on the "correct" rate base being the OCRB when the

Arizona Constitution makes it clear that that is not the case. The FVRB2003 is the

rate base at the "time of inquiry," and it may be larger or smaller than the FVRB

or the FVRB at the end of some other test period

Mr. Purcell's confusion stems from assuming the U.S. Supreme Court

decision in Hope, which found the critical test is whether the "end result" is

reasonable, applies in Arizona, when it does not. Mr. Parnell's position is clearly

in conflict with the Arizona Supreme Court, which stated "the Hope case cannot be

used by the commission. To do so would violate our constitution." Simms, 80

Ariz. at 151, 294 P.2d at 382. The correct "financial perspective" requires

recognition of the Arizona Constitution instead of proposing a method designed to

produce an "end result" that might be acceptable in an original cost jurisdiction, but

FENNEMORE CRAIG. P,C
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which ignores the requirement in Arizona to actually base rates on the FVRB .

v. RESPONSE TO RUCO'S RECOMMENDATION REGARDING THE
APPROPRIATE RETURN ON THE FAIR VALUE OF CHAPARRAL
CITY'S UTILITY PLANT AND PROPERTY
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ABOVE YOU STATED THAT ARIZONA IS UNIQUE IN THAT IT HAS A

CONSTITUTIONAL REQUIREMENT THAT REQUIRES THE

CORPORATION COMMISSION TO SET RATES FOR UTILITIES THAT

RECOGNIZE THE RESPECTIVE UTILITIES' FAIR VALUES OF RATE

BASES. DOES DR. JOHNSON AGREE ARIZONA IS UNIQUE?

Yes, he does. At page 8 of his testimony, Dr, Johnson states: "Aside from

Arizona, I am not personally aware of any other states that currently use the fair

value approach." The method Dr. Johnson recommends, however, does not

recognize Arizona's unique constitutional requirement.

ARE THERE ANY FUNDAMENTAL PROBLEMS WITH DR. JOHNSON'S

ANALYSIS?

Yes. Dr. Johnson has analyzed the wrong problem and thus his analysis has no

bearing on the correct approach to take in this remand proceeding. The foundation

of Dr. Johnson's analysis requires three facts which are either false or do not exist.

One of those incorrect facts is that the determination of the FVRB is subject to

"circularity" when it is not. Second, he mistakenly assumes the U.S. Supreme

Court decision in Hope, which held that a reasonable "end result" is lawful in

setting rates for utilities, applies in Arizona when courts in Arizona have .

specifically said that is not the case. Finally, Dr. Johnson contends that the

determination of the rate of return is directly related to the rate base used by the

ACC when such determination is actually independent of the rate base.

PLEASE BEGIN WITH YOUR RESPONSE TO DR. JOI-INSON'S

NUMEROUS STATEMENTS ABOUT "CIRCULARITY" WHICH HE

FENNEMORE CRAIG,?.c.
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SUGGESTS OCCURS WITH THE USE OF A FVRB.

USED BY THE ACC CREATE A POTENTIAL FOR CIRCULARITY?

Absolutely not. Dr. Johnson either does not understand what is done in Arizona to

determine the FVRB or he is attempting to muddle the record with such a claim.

Appraisers normally use one or more of dirge types of analyses when they

determine asset values. These general types of analyses are based on (1)

comparable sales, (2) cost approaches, and (3) income approaches. with an

income approach, the appraiser estimates the future income expected from the

asset and then discounts that future income stream back to the present to determine

an estimate of value. In numerous places in his testimony, Dr. Johnson suggests

the FVRB might be determined with such an income approach. For example, at

pages 6 through 9, then again at page 12, then again at pages 14-17, and at page 18

he refers either to distortions in value resulting from the use of the income

approach to value a utility's property or to concerns about circularity. He implies

there could be a potential danger of "circularity" if the FVRB in Arizona were

determined with an income approach because the future income stream would

depend upon the value of the rate base. But this is never a concern because the

ACC does not use an income approach to determine the fair value of a utility's

property in setting rates. The ACC instead uses a cost approach. Its regulation

governing rate applications requires a utility to tile schedules showing its OCRB

and RCND rate base, and it uses the average of those rate bases as Me FVRB. In

response to Chaparral City's data request 1.3 (copy attached), RUC() states that

Dr. Johnson is not proposing that the Commission abandon its policy of

determining the FVRB in this manner. In short, there is no basis for Dr. Johnson's

concerns about the use of an income approach to determine FVRB, nor is there is

any reason for a "circularity" problem to ever occur. To the extent that Dr.
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Johnson designed his approach to address such circularity, it is based on an

incorrect premise and should be rej ected.

DR. JOHNSON REFERS TO THE U.S. SUPREME COURT'S DECISION

IN HOPE NA TURAL GAS.

JOHNSON'S RECOMMENDATION?

It does not. Dr. Johnson repeatedly refers to the Hope decision. For example, at

page 8 of his testimony, he suggests the Hope decision freed state regulators

(presumably, he assumes regulators in Arizona as well as other states) from any

requirement to use a specific "fair value" formula. He goes on at page 10 and 12

to quote from the Hope decision and concludes fair compensation to investors

depends on the final "end result" which must be appropriate and consistent with his

market standard. At page 13, line 3, he again appeals to the concept from theHope

case, stating that the "final end result" should be appropriate and reasonable. At

page 22, he again refers to "the end result" to justify the method he proposes. And

at page 31, Dr. Johnson again refers to the Hope case.

Unfortunately, like Mr. Parcell, Dr. Johnson has erroneously assumed that

the U.S. Supreme Court's decision in Hope applies to setting rates in Arizona when

it does not. His position is clearly in conflict with the Arizona Supreme Court,

which stated "the Hope case cannot be used by the commission. To do so would

violate our constitution." Simms, 80 Ariz. at 151, 294 P.2d at 382.

While I do not agree that Dr. Johnson's "end result" would be reasonable

even if the Arizona Constitution did not require that the FVRB be the exclusive

basis for setting rates, the Simms decision is clear: The "end result" is not the

proper test in Arizona. The correct "financial perspective" requires a fair rate of

return on the FVRB, i.e., the value of the Company's utility plant and property at

the time of inquiry. Dr. Johnson's method fails that crucial test. Instead of
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acknowledging that Arizona has a unique Constitutional requirement and

addressing what is the fair rate of return at the time of inquiry -- as required under

Arizona law - Dr. Johnson's method requires speculation about how much the

FVRB changed in the past due to inflation and speculation about how much the

FVRB might increase in the future due to inflation. Like Staff, RUCO's approach

is an attempt to circumvent the Arizona Constitution and avoid setting rates that

produce a fair return on Chaparral City's FVRB

HAS DR. JOHNSON PROVIDED ANY EVIDENCE THAT AN EQUITY

COST DETERMINED WITH MARKET DATA IS DEPENDENT UPON

THE TYPE OF RATE BASE TO WHICH IT IS APPLIED?

No. Based on my previous experience testifying on cost of equity issues in rate

cases in Arizona, the cost of equity is determined from market data that are not tied

to book values or rate bases. In Section III.B. of this testimony, I quoted from

recent decisions in rate cases for Arizona-American Water Company and Arizona

Water Company, in which the ACC rejected consideration of accounting-based

measures of the cost of equity, such as the actual and authorized returns on equity

of the publicly traded water utilities in the parties' sample groups. Instead, the

ACC relied solely on the DCF model and CAPM to estimate the cost of equity

Arizona-American Water Co., Decision No. 67093 (June 30,2004), Arizona Water

Co., Decision No. 68302 (Nov. 14, 2005). The 9.3% equity cost adopted by the

ACC for Chaparral City was likewise based on the results produced by those

finance models. The rate bases of the publicly traded water utilities used in those

models were never discussed by the parties or considered by the ACC in its

decision

Moreover, at the time evidence on cost of equity was taken in this

proceeding, market-to-book ratios for the sample of water utilities used to

I
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determine the 9.3% ROE varied from 1.7 up to 3.5 (see Ramirez Sb., Schedule

AXR-5), but market data for companies in that full range were used to determine

the average cost of equity estimate relied upon by the Commission. No

adjustments to any individual company equity cost estimates were made to reflect

differences in market-to-book ratios or the size of rate bases, whether the rate base

was for a future test year or an historic test year, or for any other consideration of

book values. Many factors other than book values and rate base affect the prices

investors are wiling to pay for common stocks and thus the cost of equity

estimates. There is no evidence in this case that the parties' equity cost estimates

depended on rate base, and neither Staff nor RUCO has provided any such

evidence. Thus, the market-based cost of equity estimated by Staff and adopted by

the Commission in this case was clearly independent of the rate base

i s T HERE A FUNDAMENT AL PROBLEM WIT H T HE CLAIM T HAT

MARKET-BASED COST OF EQUITY ESTIMATES ARE TIED TO THE

RATE BASE USED BY REGULATORS TO SET RATES?

Yes. It is a slap in the face to good regulation. Regulators routinely examine plant

constructed by utilities and sometimes exclude plant or part of the dollars spent on

plant from a utility's rate base if its construction was not prudent or if the plant is

not current ly used or useful. Fo l lowing  the  log ic  o f  Dr . Johnson's

recommendation. if the rate of return is reduced when the Arizona Constitution

requires the rate base to be increased to recognize its fair value, then the rate of

return should be increased when the rate base is reduced by excluding a portion of

the utility's expenditures on plant. While I disagree with RUCO's position, RUCO

cannot have it both ways. If the Constitution or if the ACC determines rate base

should be some value other than the original cost of the assets, the rate of return

doesn't change. Good regulation requires the rate of return to be independent of

I'E1~4NEMORB CRAIG. P.C
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Q-

15 Q

the rate base

AT PAGES 7 TO 8, DR. JOHNSON STATES THAT IF THE FAIR RETURN

IS  INDEPENDENT  OF T HE FVRB,  SALES OF UT ILIT Y PROPERT IES

BETWEEN MULTIPLE OWNERS COULD DEFEAT THE PURPOSE OF

REGULATION IF THERE IS  NO SUCCESSFUL EFFORT TO SOLVE

THE PROBLEM. HAS THE PROBLEM BEEN SOLVED?

Yes. As I have explained, the ACC uses the cost approach to determine the FVRB

and thus there was no problem before this remand and there is no problem today

In fact, in 1959, the Arizona Supreme Court held that the ACC acted improperly in

using the purchase price paid by a water utility for assets owned by APS as the

water utility's rate base. Arizona Water, 85 Ariz. at 203-04, 335 P.2d at 415

Either Dr. Johnson was not correctly briefed by RUCO about the procedures used

in Arizona to determine the FVRB or he is just trying to confuse the record. Either

way, this testimony is irrelevant

A T  PA G E  9 .  L I N E  7 - 1 0 ,  D R .  J O H N S O N  S T A T E S  T H A T  O T H E R

JURISDICTIONS HAVE ABANDONED THE FAIR VALUE

METHODOLOGY AND THAT GIVES COMMISSION

SOMETHING TO THINK ABOUT." WHAT SHOULD THE ACC THINK

ABOUT?

It should think about the Arizona Constitution and the ACC's obligation to find

and use the fair value of a utility's property at the time of inquiry as the rate base in

setting rates. It should not attempt to circumvent the Constitution by adopting the

Staff approach, which is effectively the same as the one the court found to be a

superfluous mathematical exercise," and certainly should not adopt the approach

proposed by Dr. Johnson, which would reduce the operating income and dollar

returns to Chaparral City's shareholder to a level even lower than the one the ACC

THE
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Q-

I

As a result,

Q-

A.

found to be reasonable by considering OCRB.

AT PAGE 12,  DR.  JOHNSON STATES THE VALUE OF A UTILITY'S

PROPERTY IS  PARTLY A FUNCTION OF ITS INCOME. DO YOU

HAVE A RESPONSE?

Based on the income approach, that is true. But, as I have explained, the ACC

does not  use the income approach to determine the FVRB. this

testimony is also irrelevant.

AT PAGE 13,  DR. JOHNSON OFFERS US A "THOUGHT EXPERIMENT"

IN WHICH T HE ACC IS  REQUIRED TO DOUBLE A UTILITY'S RATE

BASE. DO YOU HAVE ANY COMMENT ABOUT THIS TESTIMONY?

Yes. The obvious comment is that if rate base used to determine rates is actually

doubled, it must mean the first rate base was too small. If not, the Commission or

the court, which determined that the first rate base was incorrectly determined,

would not have required the increase. The same thing would be true if the rate

base were cut in half, rather than doubled. In either case, there would be no reason

|

!
i

1
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4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

the "rethink" the rate of return calculation. Instead, the rate of return would be

applied to the correct rate base, as Chaparral City proposes in this case. Dr.

Johnson's "thought exper iment" emphasizes that  he is  a t tempting to devise a

methodology to circumvent applying an appropriate rate of return to the FVRB .

Dr. Johnson's example carries over to page 14 where he suggests that the

applica t ion of the same ra te of return to the larger  ra te base would create a

"windfall" for stockholders. He is wrong. His example implies that the "correct"

rate base is the OCRB, and that if the utility's operating income is not based on

OCRB, then the author ized opera t ing income is  er roneous. He admits  the

requirement to use FVRB in Arizona is unique, but he is unwilling to acknowledge

that the correct rate base .-. the FVRB - should be used.
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AT PAGE 19 OF HIS TESTIMONY, DR. JOHNSON STATES THAT IN

OTHER JURISDICTIONS, WHERE REGULATORS RELY ON THE

ORIGINAL COST OF RATE BASE VALUATION,  THE

REGULATORS FOCUS THEIR ATTENTION ON DETERMINING AN

APPROPRIATE RATE OF RETURN TO USE WITH THAT "VALUATION

METHODOLOGY." DO YOU AGREE?

No, I do not. That is an incorrect description of what is done in Arizona and other

jurisdictions. Regulators determine what they believe to be a fair rate of return and

then apply that rate of return to the rate base they determine to be prudent and

appropriate. In Arizona, the Arizona Constitution establishes the rate base to be

used. In other jurisdictions, different types of rate bases are used, depending on

each jurisdiction's particular requirements. In some jurisdictions, rate bases for

projected or future test years are used in the rate-making process. In other

jurisdictions, an average of monthly historic original cost investments or end-of-

period OCRB is used. Regardless, the rate of return is applied to the type of rate

base used in that jurisdiction. If the ACC desires to give weight to what is done in

other jurisdictions, it should apply the 7.6% rate of return it has found to be

appropriate in this case to the FVRB. Chaparral City's FVRB was determined in

the Commission's decision in 2005, and was not challenged by anyone.

Consequently, the "valuation methodology" is not an issue.

AT PAGE 23, LINES 9-12, MR. JOHNSON STATES THAT THE FVRB IS

EXPECTED TO CONTINUE TO ESCALATE INTO THE FUTURE AND

THAT EXPECTATION JUSTIFIES DEFERRING A PORTION OF

CHAPRRAL CITY'S CURRENT OPERATING INCOME. DO YOU HAVE

A RESPONSE?

Yes. This is one of the fundamental flaws in the approach Dr. Johnson proposes. I

FENNEMORB CRAIG, p.C
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have four responses

(1) It is totally speculative and unreliable. At page 29, l ine 4, Dr. Johnson

contends FVRB is expected to increase and designs his method to of fset that

increase in value. His assumption is factually incorrect. Handy-Whitman reports

its average index of all geographical regions for Total Gas Plant decreased by 4.4%

during the 12-month period ending January 1, 2007, Presumably, i f  RUCO's

method is acceptable for water uti l i t ies, i t should be acceptable for al l  types of

uti l i t ies. If  the FVRB decreases in any year, Dr. Johnson's method requires the

rate of return to increase, not decrease. If  one cannot determine with certainty

whether to increase or decrease the return on rate base, it should not be arbitrarily

changed and certainly not decreased by an arbitrary 2% (from 7.6% to 5.6%)

(2) It does not provide a fair return on the FVRB at the time of inquiry.  I t  is

important to note that Dr. Johnson and I agree that the appropriate return on

Chaparral City's FVRB is 7.6%. We differ on the timing and certainty of when the

dollars of that return should be collected. I recommend that the Commission give

the Com pany a reasonable oppor tuni t y  to  col l ec t  i t s operat i ng i ncom e of

$1,545,862 (7.6% multiplied by the FVRB) by setting rates that will produce that

operating income. Dr. Johnson does not disagree that the Company should be

given an opportunity to earn a return of  $1,545,862 on its FVRB. But under Dr

Johnson's approach, the return of 7.6% is split into two parts .- initial recovery of

only $1,139,056 annually in rates, and recovery of the remaining annual operating

income. $406,805. at  some later date. I n  o t her  words,  about  74% o f  d i e

Company's annual operating income would be collected now, with the remaining

26% of the Company's annual operating deferred for future recovery

25

26

Q- HOW AND WHEN IS THE $406,805 ANNUAL OPERATING INCOME

DEFICIENCY RECOVERED IN RATES?

FENNEMORECFAlG.P.C
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That is a good question. The $406,805 annual operating income deficiency, which

Dr. Johnson agrees is fair compensation to investors, would be deferred

indefinitely. RUC() does not propose that the deferred income be recorded as a

regulatory asset or otherwise explain how Chaparral City will ever recover the

annual operating income deficiency. In effect, RUCO is proposing to phase in the

required rate increase, without providing any mechanism to recover the uncollected

balance. It is my understanding that this would violate Arizona law because

Chaparral City would not be provided an opportunity to actually earn its authorized

7.6% return on FVRB.

PLEASE CONTINUE WITH YOUR THIRD AND FOURTH POINTS IN

REPONSE TO DR. JOHNSON'S CLAIM THAT  A  PORTION OF

CHAPARRAL CITY'S CURRENT OPERATING INCOME SHOULD BE

DEFERRED FOR FUTURE RECOVERY.

(3) Dr. Johnson's inflation rate is flawed. The overall inflation rate he advises the

Commission to deduct from the authorized rate of return is not the plant-specific

cost factors used to determine the RCND rate base and is not the future plant-

specific cost factors which will increase (or decrease) the value of the FVRB in the

future. At page 24, Dr. Johnson agrees the RCN study performed by Mr. Bourassa

(which was not challenged) relies on plant-specific cost factors which may not

equal his 2% inflation rate. This creates a mismatch between the FVRB

determined at the time of inquiry (i.e., at December 31, 2003), the FVRB expected

in the future, and RUCO's proposed reduction in operating income that simply

cannot be resolved.

(4) The method is totally arbitrary. The FVRB is what it is at the time of

inquiry. It might be bigger or smaller than the FVRB at the time of inquiry of the

Company's last rate case, or in rate cases before that case. But there is no reason

FENNEMORE cnAlo, P.C.

PHOENIX

31

I

A.

A.

l  J u l



v

Q-

\

1
1
i

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

to believe that the FVRB increased by 2% per year in the past or will increase by

2% in the tincture. However, that is what Dr. Johnson assumes.

AT PAGE 28, DR. JOHNSON STATES THAT A "SOMEWHAT LOWER

RATE OF RETURN IS FAIR" WHEN A FVRB IS USED TO SET RATES.

DO YOU HAVE A RESPONSE?

Yes, I have three responses. First, I disagree. As explained above, fair regulation

requires the cost of capital to be applied to whatever rate base is determined to be

the appropriate rate base, in accordance with that jurisdiction's particular

regulatory requirements. If the Arizona Constitution and court decisions require

that the FVRB be used when setting rates, then that rate base is the rate base to

which the authorized rate of return is applied.

Second, Dr. Johnson's statement is inconsistent with the method he

proposes. The Commission found that a 7.6% rate of return was appropriate based

on Chaparral City's cost of debt and equity cost estimates using market-based

finance models. Dr. Johnson agrees with me that a 7.6% return on FVRB is fair

but disagrees with me as to the timing of the recovery of that return. I propose it

be collected today by multiplying it by the FVRB. Dr. Johnson proposes instead

that part of return be recovered today by multiplying the FVRB by the 7.6% return

less projected inflation, with the balance of the 7.6% return being collected at an

unspecified time and manner in the future.

Third, a 9.3 % equity return is already a "somewhat lower ROE" than the

returns on equity being earned and authorized for water utilities being regulated in

states that use OCRB to determine revenue requirements. The record shows an

average of earned and authorized equity returns for the water utility sample group

used by the Staff to determine the cost of equity were 10.58% and 10.62%,

respectively, during the most recent year prior to testimony being tiled. (See Zepp
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Q,

Dt., Tables 10 and ll). RUCO's approach produces a much lower rate of return

and offers only speculation that the deferred balance of the uncollected operating

income will ever be collected

AT PAGE 30, LINE 17-20, OF HIS TESTIMONY, DR. JOHNSON STATES

IT IS "SELF-EVIDENT" THAT ARIZONA INVESTORS WOULD BE

OVERCOMPENSATED IF THEY RECEIVE THE SAME RATE OF

RETURN AS INVESTORS IN ORIGINAL COST STATES. DO YOU

AGREE?

No. All it means is that the investors in Arizona would receive the returns that the

Arizona Constitution requires. Those returns could be larger or smaller than the

returns the investors received in prior years depending on whether the FVRB

increased or decreased since the previous rate case. I have noted, for example, that

Handy-Whitman's average index for Total Gas Plant decreased by 4.4% in the 12

month period ending in January 2007. Consistent with the goals of the drafters of

the Arizona Constitution, investors in such a utility would receive a smaller return

this year than if the gas utility had a rate case when the RCN indexes were higher

And if the value of the FVRB had increased instead. the investors would receive a

higher return. The ratemaking approach is different in states that use original cost

to determine rate base. But even in those states, if regulators find that certain

assets are no longer prudent or used and useful, the utility's rate base would be

reduced by the elimination of those assets, and the returns received by the utility's

investors would be reduced

LET'S LOOK AT THE METHOD DR. JOHNSON USES TO REDUCE

CHAPARRAL CITY'S OPERATING INCOME IN GREATER DETAIL

HOW DOES IT COMPARE TO THE METHOD YOU HAVE PROPOSED?

Both Dr. Johnson and I have based our methods on the 7.6% rate of return26 A.
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l authorized by the ACC in Decision No. 68176. As I have explained, the primary

difference is in the timing of when the return (i.e., operating income) is recovered.

Dr. Johnson contends that expected, future growth in the Company's FVRB should

be considered to be a legitimate part of investors' return and thus the 7.6% should

be reduced by the 2% he projects the FVRB will increase in future years. By

making this assumption, Dr. Johnson attempts to justii reducing current operating

income with a promise that at some unknown time in the future, investors will

recover the deferred balance of the authorized return. The differences in our

approaches are shown below:

Collect at the
Time of Inquiry

Collect Sometime
in the Future

Zr=pp

Johnson

Rate of Return

7.6%

7.6%

7.6%

5.6% 2.0%

And in dollars:
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Operating Income
($000)

Collect at Time
often airy

(8080)

Collect Sometime
in the Future

(58000)

Zepp $1,546 $1,546

Johnson $1,546 $1,139 $407

As this table shows, and as I previously explained, while Dr. Johnson and I agree

that the authorized 7.6% return is appropriate in this case, under Dr. Johnson's

approach, the return of 7.6% is split into two parts: recovery of only $1,139,056

annually in rates, and recovery of the remaining operating income, $406,805, at

some later date. Only if one is willing to consider the percentage increase in

FVRB part of the investors' return, does Dr. Johnson's method provides the same

percentage return to investors as would be provided by multiplying the authorized

return of 7.6% by the FVRB.
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Q. ARE THERE ANY FACTUAL REASONS T() BELIEVE THAT THE

REMAINING OPERATING INCOME WILL NOT BE COLLECTED?
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Yes. Dr. Johnson's method is equivalent to a situation in which I invest $1,000 in

a 1 year certificate of deposit at my bank and expect the bank to pay me 7.6% ($76

per year). At the end of the first year, however, the bank returns $100 to me and

says that since it has returned $100 to me, it does not have to pay me any interest

on the $100 it returned to me.

With the RUCO approach, depreciation creates a similar situation. RUCO

assumes the FVRB will increase by 2% a year and that once it has increased, the

FVRB will be bigger in the future and thus operating income will be higher. But

RUCO ignores the effect of depreciation on FVRB. Mr. Bourassa has advised me

that the Company's annual depreciation rate is approximately 3.4%. Even if

Chaparral City's FVRB is assumed to grow at 2% per annum, the rate base is

depreciating faster than it is growing under Dr. Johnson's proposal. That means

that dollars are being returned to investors before they have received the required

rate of return on their investment. Even if the depreciation rate were less than the

assumed rate of inflation, dollars would be returned to investors via depreciation

before they had ever received a return on their investment. This is another reason

why investors will never receive the return that that they are entitled to receive.

For example, assume that Chaparral City constructed new plant that was

placed in service shortly before the end of the test year at a cost of $1,000.

Because the plant has just been constructed, the original cost of the plant (i.e., the

OCRB) and the reconstruction cost of the plant (i.e., the RCND rate base) are both

$1 ,000, and FVRB (the average of the two rate bases) is, obviously, $1,000 as well.

Dr. Johnson's method assumes that the $1,000 FVRB will increase by 2% to

$1,020 in the year following the test year. In other words, according to Dr.

FENNEMORE CnAxc,P.C.
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Johnson, the OCRB (which is unaffected by inflation) remains $l,000, while the

RCND rate base increases by 4% to $1,040. However, that is not the case. It

ignores the fact that there is a return of capital from depreciation. With a 3.4%

depreciation rate, $34 is returned to investors (a return Lf capital) before investors

ever receive one cent in return gr that investment. Consider what actually happens

in the next year:

Full Return-first year

RUCO-first year

RUCO-second year

FV Rate Base

$1,000

$1,000

$1,020

$986

Rate of Return

7.6%

5.6%

5.6%

5.6%

Dollars

$76.00

$56.00

$57. 12

$55.22RUCO second year, with
depreciation (3.4%)

I
I
I

I

I

I

I

Based on Dr. Johnson's logic, the investor should receive less than $76 in

operating income during the test year because the utility is expected to have

growth in the $1,000 investment as inflation increases the FVRB. In other words,

the $20 in earnings that are lost when the rate of return is reduced to 5.6% ($76.00

- $56.00) will gradually be made up over time as the FVRB increases. The extra

$1.12 earned during the second year (357.12 - $56.00) is part of those additional

earnings. But those earnings won't materialize. Instead of getting $1.12 more in

the second year, earnings actually decrease by $0.78 ($56.00 - $55.22) as capital is

returned to the investor through recovery of depreciation, reducing the FVRB.

Moreover, the results get worse in future years.
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Q- I AM CONFUSED BY THE TIMING OF RECOVERY UNDER DR.

JOHNSON'S PROPOSAL. YOU TESTIFIED EARLIER THAT HE HAS

NOT EXPLAINED HOW OR WHEN THE DEFERRED OPERATING

INCOME IS RECOVERED. HOW DOES THAT AFFECT THE EXAMPLE

FENNEMORE CRAIG, nc.
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INFLATION RATE OF
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SHOWN IN YOUR TABLE?

The foregoing example and table comparing RUCO's expected operating income

and the actual amount of operating income that would be collected assumes that

Chaparral City can adjust its rates and charges annually based on annual changes in

its FVRB. Dr. Johnson apparently assumes this as well. Of course, that is not

what actually happens. Utilities may only increase their rates and charges

following the completion of a rate case, in which a new FVRB would be

established. Rate cases are lengthy proceedings that take approximately 13-18

months to complete. In this case, Chaparral City used the 12-month period that

ended December 31, 2003 as its test year, and its new rates became effective on

October l, 2005. Therefore, as a practical matter, the Company will have no

opportunity to recover any portion of annual deficiency in operating income for

several years. And I don't believe that the Company can raise its rates to recover

the earnings shortfall between rate cases.

WHAT IS THE RELATIONSHIP BETWEEN DR. JOHNSON'S ASSUMED

2% AND HIS ASSUMED GROWTH IN

CHAPARRAL CITY'S RCND RATE BASE?

Dr. Johnson's testimony does not address the relationship directly. As I noted

above in my example, however, Dr. Johnson implicitly assumes that Chaparral

City's RCND rate base will increase by 4% per year. The reason is that the

Commission determines FVRB by averaging the OCRB and the RCND rate base.

The OCRB is based on the historic cost to construct the plant and is not affected by

future changes in construction costs. Consequently, if Dr. Johnson assumes that

Chaparral City's FVRB will increase by 2% per year, then Dr. Johnson must

assume that Chaparral City's RCND rate base will increase at twice that rate - by

4% per year. There is no evidence that this assumption is realistic. This is another
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l reason why the Company will never be able to recover its lost operating income

under RUCO's proposal.

Q- HOW SHOULD THIS ERROR IN DR. JOHNSON'S PROPOSAL BE

A.

CORRECTED?

He should have assumed a 1% increase in FVRB, not a 2% increase, to properly

account for the manner in which the ACC calculates the FVRB.

rate of return would be 6.6% (instead of 5.6%), and the indicated operating income

would increase to $1,342,460 (6.6% multiplied by the FVRB).

As a result, the

Q. HAS DR. JOHNSON MADE ANY OTHER ERRORS IN HIS PROPOSAL?
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Yes, he has. No party challenged the amounts and percentages of debt and equity

in Chaparral City's capital structure determined in the Commission's decision. Dr.

Johnson has ignored the fact that 41.2% of Chaparral City's capital structure

consists of long-term debt with a fixed cost of 5.l%. See Decision No. 68176 at

26. There is no "inflationary" component in the cost of long-term debt. As I have

previously stated, I strongly disagree with Dr. Johnson (and with Mr.Parccll) that

there is any "double-counting" of inflation if the authorized rate of return, 7.6%, is

applied to the FVRB. Assuming, for the sake of argument, that the 7.6% rate of

return contains an inflationary component, it is attributable to the cost of equity,

not the cost of debt.

HOW SHOULD THIS ERROR IN DR. JOHNSON'S PROPOSAL BE

CORRECTED?

The adjustment to the rate of return should be reduced by 4l.2%. Instead of

reducing the rate of return to 6.6% (7.6% minus l%), the rate of return should be

reduced to 7.0% (7.6% minus 0.588%, rounded). The indicated operating income

would increase to $1,423,821 (7.0% multiplied by the FVRB). This would still not

provide Chaparral City with a reasonable opportunity to collect all of its operating
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Direct Testimony of DavidC. Purcell
Docket No. W-01445A-08-0440
Page 1

1 INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is David C. Parcels. I am President and Senior Economist of Technical

Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond

Virginia 23219

7 Q Please summarize your educational background and professioNal experience

I hold B.A. (1969) and M.A. (1970) degrees in economics from Virginia Polytechnic

Institute and State University (Virginia Tech) and a M.B.A. (1985) from Virginia

I have been consulting economist with TechnicalCommonwealth University. a

I have provided cost of capital testimony in public utility

ratemaldng proceedings, dating back to 1972. In connection with this, I havepreviously

Associates since 1970.

tiled testimony and/or testified in over 430 utility proceedings before more than 40

regulatory agencies in the United States and Canada. Attachment 1 provides a more

complete description of my education and relevant work experience

17 What is the purpose of your testimony in this proceeding

Shave been retained by the Utilities Division Staff to evaluate the cost of capital aspects of

the current filing of Arizona Water Company ("AWC" or "Company"). I have performed

independent studies and am malting recommendations of the current cost of capital for

AWC. In addition, since AWC is a subsidiary of Utility Investment Company, Shave also

evaluated this entity in my analyses

24 Q Have you prepared an Exhibit in support of your testimony

.Q

Yes, I have prepared one exhibit, made up of eleven Schedules, identified as Schedule l

through Schedule ll. These Schedules were prepared either by me or under my direction
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The information contained in these schedules is correct to the best of my knowledge and

belief.

4 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

5 Q What are your recommendations in this proceeding

My overall cost of capital recommendations for AWC are shown on Schedule 1 and are

summarized as follows

Short-Term Debt
Long-Term Debt
Common Equity

Total

Percent

M

49.359

45.85%

100.00%

9_5-10.59

3.37%
4.36-4.81%
7.87-8.33%
% mid-point

AWC's application requests a return on common equity of 12.40 percent and overall rate

of return of 9.81 percent. I propose a return on common equity of 10.0 percent and an

overall rate of return of 8.10 percent

18 Q Please summarize your cost analyses and related conclusions for AWC

This proceeding is concerned with AWC's regulated water utility operations in Arizona

My analyses are concerned with the Company's total cost of capital. The first step in

performing an analysis of the Company's cost of capital is the development of the

appropriate capital structure. AWC's proposed capital structure is comprised of 49.24

percent common equity and 50.76 percent long-term debt. This Capital structure is the

adjusted December 31, 2007, capital structure of the Company. I use a different capital

structure in my cost of capital analyses that contains more current figures (i.e., December

31, 2008), including short-term debt
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1

2

3

4

5

6

The second step in a cost of capital calculation is a determination of the embedded cost

rates of debt. AWC's application uses a long~term debt cost rate of 7.31 percent, which

reflects the Company's prob ected cost at December 31, 2007. Shave used the 6.83 percent

rate of December 31, 2008, as cited in response to Staff DR 12.2. For the cost of short-

term debt, I use the 3.00 percent rate cited in response to Staff DR 12.3 (although the

Company does not include short-tenn debt in its cost of capital calculation).

7
t

8 The third step in the cost of capital calculation is the estimation of the cost of common

9

10

11

equity. Shave employed three recognized methodologies to estimate the cost of equity for

AWC. Each of these methodologies is applied to three groups of proxy water utilities.

These three methodologies and my findings are:

12

13

14

Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

9.0-10.5% (9.75% mid-point)
8.2-8.6% (8.4% mid-point)

9.5-10.5% (10.0% mid-point)

15

16

17

18

Based upon these findings, I conclude that the cost of common equity for AWC is within a

range of 9.5 percent to 10.5 percent. I recommend the mid-point of my cost of equity

range (10.0 %).

19

20

21

22

Combining these three steps into a weighted cost of capital results in an overall rate of

return range of 7.87 percent to 8,33 percent. My recommended 10.0 percent cost of equity

results in an overall cost of capital of 8.10 percent.
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1 ECONOMIC/LEGAL PRINCIPLES AND METHODOLOGIES

2 Q What are the primary economic and legal principles that establish the standards for

determining a fair rate of return for a regulated utility

Public utility rates are normally established in a manner designed to allow the recovery of

their costs, including capital costs. This is frequently referred to as "cost of service

raternaking. Rates for regulated public utilities traditionally have been primarily

established using the "rate base ... rate of return" concept. Under this method, utilities are

allowed to recover a level of operating expenses, taxes, and depreciation deemed

reasonable for rate-setting purposes, and are granted an opportunity to earn a fair rate of

return on the assets used and useful (i.e., rate base) in providing service to their customers

The rate base is derived from the asset side of the utility's balance sheet as a dollar amount

and the rate of return is developed from the liabilities/owners' equity side of the balance

sheet as a percentage. The revenue impact of the cost of capital is thus derived by

multiplying the rate base by the rate of return (including income taxes)

The rate of return is developed from the cost of capital, which is estimated by weighting

the capital structure components (i.e., debt, preferred stock, and common equity) by their

percentages in the capital structure and multiplying these by their cost rates. This is also

known as the weighted cost of capital

Technically, "fair rate of return" is a legal and accounting concept that refers to an ex post

(after the fact) earned return on an asset base, while the cost of capital is an economic and

financial concept which refers to an ex ante (before the fact) expected or required return

on a liability base. In regulatory proceedings, however, the two terms are often used

interchangeably, as I have done in any testimony
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1

2

3

4

5

From an economic standpoint, a fair rate of return is normally interpreted to mean that an

efficient and economically managed utility will be able to maintain its financial integrity,

attract capital, and establish comparable returns for similar risk investments. These

concepts are derived from economic and financial theory and are generally implemented

using financial models and economic concepts.

6

7

8

Although I am not a lawyer and I do not offer a legal opinion, my' testimony is based on

my understanding that two United States Supreme Court decisions provide the main

standards for a fair rate of return. The first decision is .Bluefield Water Works and9

10 Improvement Co. v. Pub. Serv. Comrn'n of W. Va., 262 U.S. 679 (1923). In this decision,

the Court stated:11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of fair and
enlightenedjudgment, having regard to all relevant faets. A public utility
is entitled to such rates as will permit it to earn a return on the value of
the property which it employs for the convenience of the public equal to
that generally being made at the same time and in the same general part
of the country on investments in other business undertakings which are
attended by corresponding risks and uncertainties; but it has no
constitutional right to profits such as are realized or anticipated in highly
profitable enterprises or speculative ventures. The return should be
reasonably sujieient to assure confidence in the financial soundness of
the utility, and should be adequate, under ejyicient and economical
management, to maintain and support its credit and enable it to raise the
money necessary for the proper discharge of its public duties. A rate of
return may be reasonable at one time, and become too high or too low by
changes affecting opportunities for investment, the money market, and
business conditions generally. [Emphasis added.]

30

31

32

It is my understanding that theBluefield decision established the following standards for a

fair rate of return: comparable earnings, financial integrity, and capital attraction. It also
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noted the changing level of required returns over time as well as an underlying assumption

that the utility be operated in an efficient manner

The second decision is Fed. Power Comm'n v. Hope Natural Gas CO., 320 U.S. 591

(1942). In that decision, the Court stated

The rate-making process under the [Natural Gas] Act, i.e., the fixing of
just and reasonable ' rates, involves a balancing of the investor and

consumer interests From the investor or company point of view it is
important that there be enough revenue not only for operating expenses but
also for the capital costs of the business. These include service on the debt
and dividends on the stock. By that standard the return to the equity owner
should be commensurate with returns on investments in other enterprises
having corresponding risks. That return, moreover, should be sufficient to
assure confidence in the financial integrity of the enterprise, so as to
maintain its credit and to attract capital. [Emphasis added.]

The three economic and financial parameters in the Bluefield and Hope decisions

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity

(not a guarantee) to earn a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the

fundamental premise, on which regulation rests, namely, that it is intended to act as a

surrogate for competition

I understand that because Arizona is a "Fair Value" state, Hope and Bluefield do not set

forth the legal requirements applicable to determining fair rate of return in Arizona. In

Simms v. Round Valley Light & Power Co., 294 P.2d 378 (1956), the Arizona Supreme
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1 Court took exception to application of the following principle in Arizona since the

Constitution mandates consideration of fair value:2

3

4
5
6
7
8
9

10
11

"In the Hope case the court, in testing the reasonableness of rates fixed by
the Federal Power Commission under ire Natural Gas Act, 15 US.C.A.
Section 7]7 et seq., after holding that congress had provided no formula by
which just and reasonable rates were to be determined, ruled that it was
the fnal result reached and not the method used in reaching the result that
was controlling and that it was unimportant to 'determine the various
permissible ways in which any rate base on which the return in computed
might be arrived at. "

12

13

14

My testimony does not advocate that the Commission ignore the Simms holding in this

regard, or the fair value of AWC's property, which it is required to consider under article

15 15, section 14 of the Arizona Constitution. Rather, I End the Hope and Bluefield

16

17

18

decisions to be helpful in their discussion of comparable earnings, financial integrity and

capital attraction. I note that AWC witness Zepp also cites the Hope and Bluefield cases

as providing standards for the establishment of the fair rate of return for public utilities.

19

20 Q- How can these parameters be employed to estimate the cost of capital for a utility?

21

22

23

24

Neither the courts nor economic/financial theory have developed exact and mechanical

procedures for precisely deterhaining the cost of capital. This is the case because the cost

of capital is an opportunity cost and is prospective-looking, which dictates that it must be

estimated.

25

26

27

28

29

A.

There are several useful models that can be employed to assist in estimating the cost of

equity capital, which is the capital structure item that is the most difficult to determine.

These include the Discounted Cash Flow ("DCF"), Capital Asset Pricing Model

("CAPM"), Comparable Earnings ("CE") and Risk Premium ("RP") methods. Each of
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these methods (or models) differs from the others and each, if properly employed, can be a

useful tool in estimating the cost of common equity for a regulated utility

4 Q Which methods have you employed in your analyses of the cost of common equity in

this proceeding

I have utilized three methodologies to determine AWC's cost of common equity: the

DCF, CAPM, and CE methods. I have not employed a RP Model in my analyses

although, as I indicate later, my CAPM analysis is a form of the RP methodology. Each

of these methodologies will be described in more detail in my testimony that follows

11 GENERAL ECGNOMIC CONDITIONS

12 Q.

13

Why are economic and financial conditions important in determining the costs of

capital?

The costs of capital, for both fixed-cost (debt and preferred stock) components and

common equity, are determined in part by current and prospective economic and financial

conditions. At any given time, each of the following factors has an influence on the costs

of capital: the level of economic activity (i.e., growth rate of the economy), the stage of

the business cycle (i.e., recession, expansion, or transition), the level of inflation, and

expected economic conditions. My understanding is that this position is consistent with

die Bluefield decision that noted "[a] rate of return may be reasonable at one time, and

become too high or too low by changes affecting opportunities for investment, the money

market, and business conditions generally
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1 Q What indicators of economic and financial activity have you evaluated in your

analyses

I have examined several sets of economic statistics from 1975 to the present. I chose this

time period because it permits the evaluation of economic conditions over three full

business cycles plus the current cycle to date, allowing for an assessment of changes in

long-term trends. This period also approximates the beginning and continuation of active

rate case activities by public utilities

A business cycle is commonly defined as a complete period of expansion (recovery and

growth) and contraction (recession). A 11111 business cycle is a useful and convenient

period over which to measure levels and trends in long-term capital costs because it

incorporates the cyclical (i.e., stage of business cycle) influences, and thus, permits a

comparison of structural (or long-term) trends

15 Q Please describe the timeframe of the three prior business cycles and the most recent

cycle

The three prior complete cycles and most recent cycle cover the following periods

Business Cycle
1975-1982
1982-1991
1991-2001
Current

Expansion Cycle
Mar. 1975-July 1981
Nov. 1982-July 1990
Apr. 1991-Mar. 2001
Dec. 2001-Nov. 2007

Contraction Period
Aug. 1981-0ct. 1982
Aug. 1990-Mar. 1991
Apr. 2001 -Nov. 2001
Dec. 2007-Present

Source: National Bureau of Economic, Research, "Business Cycle Expansions and Contractions
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1 Q-

2

Do you have any general observations concerning the recent trends in economic

conditions and their impact on capital costs over this broad period?

3

4

5

6

7

Yes, I do. As I will describe below, until recently the U.S. economy enjoyed general

prosperity and stability over the period since the early 1980s. This period has been

characterized by longer economic expansions, relatively tame contractions, relatively low

and declining inflation, and declining interest rates and other capital costs. The current

business cycle began in late 2001, following a somewhat modest recession earlier in the

8 year.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

Over the past two years, on the other hand, the economy has declined significantly,

initially as a result of the 2007 collapse of the "sub-prime" mortgage market and related

liquidity crises in the financial sector of the economy. Subsequently, this financial crisis

intensified with a more broad-based decline initially based on a substantial increase in

petroleum prices and a dramatic decline in the U.S. financial sector culminating with the

collapse and/or bailouts of a significant number of long-standing institutions such as Bear

Stearns, Lehman Brothers, Merrill Lynch, Freddie Mac, Fannie Mae, AIG and Wachovia.

This crisis has been described as the worst financial crisis since the Great Depression,

The U.S. and global governments are in the process of implementing unprecedented

actions to attempt to correct or minimize its scope and effects. As of this time, the

consequences of these governmental initiatives are unclear. There is also a universal

acceptance that the economy is in a serious recession. The impact of a severe economic

recession on cost of capital is very likely to be characterized by lower utility growth and

declining capital costs due to a decline in corporate profits and expected earnings growth.

It is clear that a serious recession also has negative impacts on AWC's customers, in terms

of income levels, unemployment and higher poverty levels. In addition, it is likely that

AWC's business customers are experiencing lower profits as a result of the recession.
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Clearly, this is not an environment in which it is sensible to increase the profitability of a

regulated company such as AWC

3

4 Q- Please describe recent and current economic and financial conditions and their

5 impact on the costs of capital.

6

7

8

9

10

11

12

13

Schedule 2 shows several sets of economic data. Pages 1 and 2 contain general

macroeconomic statistics while pages 4 through 6 contain financial market statistics.

Pages 1 and 2 show that the U.S. economy ended 2007 as the sixth year of an economic

expansion although, as indicated previously, the economy was then entering a decline.

This is indicated by the growth in real (i.e., adjusted for inflation) Gross Domestic Product

("GDP"), industrial production, and the increase in the unemployment rate. This most

recent expansion was characterized by slower growth, in comparison to prior expansions

which resulted in lower inflationary pressures and interest rates.

14

15

16

17

18

19

20

21

The rate of inflation isalso shown on pages l and 2. As is reflected in the Consumer Price

Index ("CPI"), for example, inflation rose significantly during the 1975-1982 business

cycle and reached double-digit levels in 1979-1980. The rate of inflation declined

substantially in 1981 and remained at or below 6.1 percent during the 1983~1991 business

cycle. Since 1991, the CPI has been 4.1 percent or lower. The 0.1 percent rate of inflation

in 2008 was the lowest level of` the past thirty years. This is indicative of virtually no

inflation, which should also be reflective of lower capital costs.

22

23 Q. What have been the trends in interest rates?

24

25

26

A.

A. Pages 3 and 4 show several series of interest rates. Rates rose sharply to record levels in

1975-1981 when the inflation rate was high and generally rising. Interest rates declined

substantially in conjunction with inflation rates throughout the remainder of the l980s and
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1 throughout the 1990s. Interest rates declined even thither from 2000-2005 and generally

recorded their lowest levels since the 1960s.2

3

4

5

6

7

8

9

10

11

12

13

14

15

During the past several years and up until the later half of 2008, long~ter1n interest rates

remained low by historic standards. During the 2001 recession and early in the

succeeding expansion, the Federal Reserve lowered interest rates (i.e., Federal Funds rate)

ll times in 2001 and twice in 2003 in an effort to stimulate the economy. Following this,

the Federal Reserve increased short-terrn interest rates on 17 occasions between 2004 and

2006) although each time by only 0.25 percent, in an attempt to ensure that any perceived

inflationary expectations will not stifle continued economic growth. Nevertheless, the

Federal Reserve actions did not result in a pronounced increase in long-terrn rates. Most

recently, however, the Federal Reserve has lowered the Federal Funds rate (i.e., short-term

rate) on several occasions and it is currently 0.25 percent, an all-time low. The year 2008

experienced a pronounced decline in short-terrn rates and long-term U.S. Treasury

Securities yields, and an increase in utility bond yields, reflecting a "flight to safety."

16

17 Q- What have been the trends in common share prices?

18

19

Pages 5 and 6 show several series of common stock prices and ratios. These ratios

indicate that share prices were essentially stagnant during the high inflation/interest rate

20 environment of the late 1970s and early 1980s. On the other hand, the 1983-1991

21

22

23

24

business cycle and the most recent cycles witnessed a significant upward trend in stock

prices. Since the beginning of the current financial crisis, on the other hand, stock prices

have declined precipitously and have been very volatile. Stock prices in 2008 and early

2009 are down significantly from 2007 levels, reflecting the financial/economic crises.

A.

1 See Federal Reserve Bank of New York, "Historical Changes of the Target Federal Funds and Discount
Rates," www.newyorkfed.org/markets/statistics/dlyrates/fedrate.html.
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1 Q. What conclusions do you draw from your discussion of economic and financial

2 conditions?

3

4

5

6

7

8

It is apparent that recent and current economic/iinancial circumstances are radically

different from any that have prevailed since at least the l930s. The recent deterioration in

stock prices and the decline in U.S. Treasury bond yields and increase in corporate bond

yields reflect the "flight to safety" that describes the extreme reluctance of investors to

purchase common stocks and corporate bonds while moving investments into the very

safe government bonds.

9

10

11

This "flight to safety" should not be interpreted to reflect an increase in the cost of capital,

however. Rather, it more properly reflects an "availability of capital" since investors have

12 been recently been unwilling to invest in any assets other than U.S. Treasury bonds. As I

13

14

15

noted previously, the opportunity cost of capital, as measured by the recent and current

returns of unregulated firms, has been the lowest in recent memory. Clearly, this cannot

be claimed to reflect an increase in the cost of capital for a regulated firm such as AWC.

16

17 CAPITAL STRUCTURE AND COST OF DEBT

18 Q- Please summarize AWC and its operations.

19

20

21

22

AWC is a public utility that delivers water service through its distribution systems in

Arizona. AWC provides service to about 84,000 customers in 18 water systems in the

state. AWC is a subsidiary of Utility Investment Company (a Nevada Corporation), which

in tum is a subsidiary of United Resources, Inc. db Sari Gabriel Water.

23

A.

A.
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1 Q- How have you evaluated the capital structure of AWC?

2

3

I have examined the historic (2006-2008) capital structure ratios of AWC. These are

shown on Schedule 3. I have summarized below the common equity ratios for AWC:

4

5

6

7

2006
2007
2008

Including S-T Debt
59.9%
49.7%
45.8%

Excluding S-T Debt
64.1%
64.0%
48.2% 1

8 This reflects a declining equity ratio since 2006.

9

10 Q- How do these capital structures compare to those of investor-owned water utilities?

11

12

Schedule 4 shows the common equity ratios (including short-term debt in capitalization)

for the three groups of water utilities utilized in my cost of equity analyses. These are:

13

14

15

16

Year
2004
2005
2006
2007
2008

Value
Line
Group
52%
49%
50%
51 %
50%

AUS
Utility
Group
50%
48%
50%
50%
49%

Zepp
Group
50%
49%
50%
50%
51 %

17

18

19

20 These common equity ratios are slightly higher than those of AWC in 2008, but similar to

the levels of 2007.21

22

23 Q. What capital structure ratios has AWC requested in this proceeding?

24

25

26

A.

A.

A. The Company requests use of the following capital structure:

Long-Term Debt 50.76%

Common Equity 49.24%

r
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1

2

According to schedule D-1 of AWC's filing, this is the adjusted capital structure of the

Company at December 31, 2007.

3

4 Q- What capital structure do you propose to use in this proceeding?

5

6

7

I use updated versions of the capital structure ratios as proposed by AWC. I use the

December 31, 2008 capital structure amounts, as shown in the response to Staff DR 12.2.

In addition, I include short-term debt in the capital structure, aS is this Commission's

8 precedent.

9

10 Q- What are the cost rates of debt in the Company's application?

11

12

13

14

The Company's filing cites a cost of long-term debt of 7.31 percent. This is represented to

be the Company's adjusted cost at December 31, 2007. I use a cost of long-term debt of

6.83 percent inky cost of capital analyses, which reflects the actual December 31, .2008

values. For the cost of short-term debt, I use the 3.00 percent rate shown on the response

15 to StaffDR 12.3.

16

17 Q- Can the cost of common equity be determined with the same degree of precision as

18 the costs of debt?

19

20

21

22

23

24

A.

A.

A. No. The cost rates of debt are largely determined by interest payments, issue prices, and

related expenses. The cost of common equity, on the other hand, cannot be precisely

quantified, primarily because this cost is an opporttuiity cost. There are, however, several

models which can be employed to estimate the cost of common equity. Three of the

primary methods .- DCF, CAPM, and CE - are developed in the following sections of my

testimony.
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1 SELECTION OF PROXY GROUPS

2 Q How have you estimated the cost of common equity for AWC?

AWC is not a publicly-traded company. Utility Investment Company, AWC's parent

company, also is not a publicly-traded company. Consequently, it is not possible to

directly apply cost of equity models to either AWC or Utility Investment Company

However, it is generally desirable to analyze groups of comparison or "proxy" companies

as a substitute for AWC to determine its cost of common equity

I have examined three such groups for comparison to AWC. I have first selected the

group of four water utilities that are contained in the Standard Edition of Value Line

Second, I have used the group of eight water utilities covered in AUS utility Reports

Third, I have conducted studies of the cost of equity for the proxy group of water utilities

selected by AWC's witness Thomas M. Zepp

15 DISCOUNTED CASH FLOW ANALYSIS

16 Q What is the theory and methodological basis of the DCF model?

The DCF model is one of the oldest, as well as the most commonly-used, models for

estimating the cost of common equity for public utilities. The DCF model is based on the

dividend discount model" of financial theory, which maintains that the value (price) of

any security or commodity is the discounted present value of all future cash flows

The most common variant of the DCF model assumes that dividends are expected to grow

at a constant rate. This variant of the dividend discount model is known as the constant

growth or Gordon DCF model. In this framework cost of capital is derived by the

following fionnula
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K D

where K = discount rate (cost of capital)

P = current price

D = current dividend rate

g = constant rate of expected growth

9

10

This formula essentially recognizes that the return expected or required by investors is

comprised of two factors: the dividend yield (current income) and expected growth in

dividends (fuMe income).

11

12 Q~ Please explain how you have employed the DCF model.

13

14

15

I have utilized the constant growth DCF model. In doing so, Shave combined the current

dividend yield for each group of proxy utility stocks described in the previous section with

several indicators of expected dividend growth.

16

17 Q. How did you derive the dividend yield component of the DCF equation?

18

19

20

21

There are several methods that can be used for calculating the dividend yield component.

These methods generally differ in the manner in which the dividend rate is employed, Le.,

current versus future dividends or annual versus quarterly compounding of dividends. I

believe the most appropriate dividend yield component is the version listed below:

23 Yield
D 0 (1 + 0.5g)

PT

24

25

22

26

A.

A.

This dividend yield component recognizes the timing of dividend payments and dividend

increases. The P0 in my yield calculation is the average (of high and low) stock price for
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each proxy company for the most recent three month period (Februa1"y~Apri1, 2009). The

DO is the current annualized dividend rate for each proxy company

4 Q How have you estimated the dividend growth component of the DCF equation

The dividend growth rate component of the DCF model is usually the most crucial and

controversial element involved in using this methodology. The obi ective of estimating the

dividend growth component is to reflect the growth expected by investors that is embodied

in the price (and yield) of a company's stock. As such, it is important to recognize that

individual investors have different expectations and consider alternative indicators in

deriving their expectations. This is evidenced by the fact that every investment decision

resulting in the purchase of a particular stock is matched by another investment decision to

sell that stock. Obviously, since two investors reach different decisions at the same

market price, their expectations differ

A wide array of indicators exists for estimating the growth expectations of investors. As a

result, it is evident that no single indicator of growth is always used by all investors. It

therefore is necessary to consider alternative indicators of dividend growth in deriving the

growth component of the DCF model

I have considered five indicators of growth in my DCF analyses. These are

2004-2008 (5-year average) earnings retention, or fundamental growth (per

Value Line)

5-year average of historic growth in earnings per share ("EPS"), dividends

per share ("DPS"), and book value per share ("BVPS") (per Value Line)
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1

2

3

2009, 2010, and 2012-2014 projections of earnings retention growth (per

Value Line),

2006-2008 to 2012-2014 projections of EPS, DPS, and BVPS (per Value

4 Line), and

5

6

5-year projections of EPS growth as reported in First Call (per Yahoo!

Finance).

7
I

8

9

10

11

12

13

I believe this combination of growth indicators is a representative and appropriate set with

which to begin the process of estimating investor expectations of dividend growth for the

groups of proxy companies. I also believe that these growth indicators reflect the types of

information that investors consider in making their investment decisions. As I indicated

previously, investors have an array of information available to them, all of which should

be expected to have some impact on their decision-maldng process.

14

15 Q~ Pleasedescribe your initial DCF calculations.

16

17

18

Schedule 5 presents my DCF analysis. Page 1 shows the calculation of the "raw" (i.e.,

prior to adjustment for growth) dividend yield for each proxy company. Pages 2 and 3

show the growth rate for the groups of proxy companies. Page 4 shows the "raw" DCF

19 calculations, which are presented on several bases: mean, median, and high values. These

results can be summarized as follows:20

21

22

23

24

Value Line Group
AUS Group
Zepp Group

Mean
7.8%
9.0%
9.1%

Median
7.8%
9.3%
9.2%

Mean
High?
9.8%

11.3%
12.0%

Median
Highs
10.1%
10.0%
10.7%

A.

2

3

Using only the highest growth rate.

Using only the highest growth rate.

4.

3.

5.
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1

2

3

4

5

6

Inoue that the individual DCF calculations shown on Schedule 5 should not be interpreted

to reflect the expected cost of capital for the proxy groups, rather, the individual values

shown should be interpreted as alternative information considered by investors. The

individual DCF calculations also demonstrate how the focus on a single growth rate, such

as EPS projections, can produce a DCF conclusion that is not reflective of a broader

perspective of available information.
1

7

8

9

10

The results in Schedule 5 indicate average (mean and median) DCF cost rates of 7.8

percent to 9.3 percent. The "high" DCF rates (i.e., using the highest growth rates only) are

about 9.8 percent to 12.0 percent on an average basis and 10.0 percent to 10.7 percent on a

median basis.11

12

13 Q- What do you conclude from your DCF analyses?

14

15

16

17

18

19

This analysis reflects a broad DCF range of about 7.8 percent to about 12.0 percent for die

proxy groups. This is approximated by the average/mean and values for the proxy groups

examined in the previous analysis. I give less weight to the extreme upper and lower ends

of the groups which are impacted by outlier results. I believe that 9.0 percent to 10.5

percent reflects the proper DCF cost for AWC. This reflects the mean/median results, as

well as most of the high end results.

20

21 CAPITAL ASSET PRICING MODEL ANALYSIS

22 Q. Please describe the theory and methodological basis of the CAPM.

23 The CAPM is a version of the RP method. The CAPM describes and measures the

24

25

A.

A.

relationship between a security's investment risk and its market rate of return. The CAPM

was developed in the 1960s and 1970s as an extension of modem portfolio theory
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("MPT"), which studies the relationships among risk, diversification, and expected

returns

4 Q How is the CAPM derived?

The general form of the CAPM is

K=R,+p(R Rf)

where K = cost of equity

Rf = risk Hee rate

Rm = return on market

B = beta

Rm-Rf = market risk premium

As noted previously, the CAPM is a variant of the RP method. I believe the CAPM is

generally superior to the simple RP method because the CAPM specifically recognizes the

risk of a particular company or industry (i.e., beta), whereas the simple RP method

assumes the same risk premium for all companies exhibiting similar bond ratings

20 Q- What groups of companies have youutilized to performyour CAPM analyses

I have performed CAPM analyses for the same groups of proxy utilities evaluated in my

DCF analyses

24 Q Please explain the risk-free rate as used in your CAPM and indicate what rate you

employed
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1

2

3

4

5

The first term of the CAPM is the risk-free rate (Rf). The risk-free rate reflects the level of

return that can be achieved without accepting any risk. In CAPM applications, the risk-

free rate is generally recognized by use of U.S. Treasury securities. Two general types of

U.S. Treasury securities are often utilized as the Rf component - short-term U.S. Treasury

bills and long-tenn U.S. Treasury bonds.

6

7

8

9

I have performed CAPM calculations using the three-month average yield (February-

April, 2009) for 20-year U.S. Treasury bonds. Over this three-month period, these bonds

had an average yield of 3.82 percent.

10

11 Q- What is beta and what betas did you employ in your CAPM?

12

13

14

15

Beta is a measure of the relative volatility (and thus risk) of a particular stock in relation to

the overall market. Betas of less than 1.0 are considered less risky than the market,

whereas betas greater than 1.0 are more risky. Utility stocks traditionally have had betas

below 1.0. I utilized the most recent Value Line betas for each company in the groups of

16 proxy utilities.

17

18 Q- How did you estimate the market risk premium component in your CAPM analysis?

19

20

21

22

23

The market risk premium component (Rm-Rf) represents the investor-expected premium of

common stocks over the risk-Hee rate, or government bonds. For the purpose of

estimating the market risk premium, I considered alternative measures of returns of the

Standard & Poor's ("S8cP") 500 (a broad-based group of large U.S. companies) and 20-

year U.S. Treasury bonds.

24

25

26

A.

A.

A.

First, I have compared the actual annual returns on equity of the S&P 500 with the actual

annual yields of U.S. Treasury bonds. Schedule 6 shows the return on equity for the S&P
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1

2

3

5

500 group for the period l9'/8-2008 (all available years reported by S&P). This schedule

also indicates the annual yields on 20-year U.S. Treasury bonds, as well as the annual

differentials (i.e., risk premiums) between the S&P 500 and U.S. Treasury 20-year bonds.

Based upon these returns, l conclude that this version of the risk premium is about 6.45

percent.

6

7

8

9

10

I have also considered the total returns (i.e., dividends/interest pl'us capital gains/losses)

for the S&P 500 group as well as for the long-term government bonds, as tabulated by

Morningstar (formerly Ibbotson Associates), using both arithmetic and geometric means.

I have considered the total returns for the entire 1926-2007 period, which are as follows:

11

12

13
Arithmetic
Geometric

S&P 500
11.7%
9.6%

L-T Gov 't Bonds
6. 1 %
5.7%

Risk Premium
5.6%
3.9%

14

15

16

17

18

I conclude from this that the expected risk premium is about 5.32 percent (i.e., average of

all three risk premiums). I believe that a combination of arithmetic and geometric means

is appropriate since investors have access to both types of means and, presumably, both

types are reflected in investment decisions and thus stock prices and cost of capital.

19

20 Schedule 7 shows my CAPM calculations using the risk premium. The results are:

21

22

23
Value Line Group
AUS Group
Zepp Group

Mean
8.6%
8.3%
8.3%

Median
8.3%
8.2%
8.2%

24

25

4
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1 Q. What is your conclusion concerning the CAPM cost of equity?

2

3

4

The CAPM results collectively indicate a cost of 8.2 percent to 8.6 percent for the groups

of comparison utilities. I conclude that the CAPM cost of equity for AWC is 8.2 percent

to 8.6 percent.

5

6 COMPARABLE EARNINGS ANALYSIS

7 Q. Please describe the basis of the CE methodology.

8

9

10

The CE method is derived from the "corresponding risk" standard of the Bluefield and

Hope cases. This method is thus based upon the economic concept of opportunity cost.

As previously noted, the cost of capital is an opportunity cost: the prospective return

available to investors from alternative investments of similar risk.11

12

13

14

15

The CE method is designed to measure the returns expected to be earned on the original

cost book value of similar risk enterprises. Thus, this method provides a direct measure of

the fair return, because the CE method translates into practice the competitive principle

16 upon which regulation is based.

17

18

19

20

21

22

23

24

The CE method normally examines the experienced and/or projected returns on book

common equity. The logic for examining returns on book equity follows from the use of

original cost rate base regulation for public utilities, which uses a utility's book common

equity to detennine the cost of capital. This cost of capital is, in tum, used as the fair rate

of return which is then applied (multiplied) to the book value of rate base to establish the

dollar level of capital costs to be recovered by the utility. This technique is thus consistent

with the rate base methodology used to set utility rates.

25

A.

A.

.1
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1 Q- How have you employed the CE methodology in your analysis of AWC's common

2

3

4

5

6

7

8

9

equity cost?

I conducted the CE mediodology by examining realized rettnns on equity for several

groups of companies and evaluating the investor acceptance of these returns by reference

to the resulting market-to-book ratios. In this manner it is possible to assess the degree to

which a given level of return equates to the cost of capital. It is generally recognized for

utilities that market-to-book ratios of greater than one (i. e., l 00%) reflect a situation where

a company is able to attract new equity capital without dilution (i.e., above book value).

As a result, one objective of a fair cost of equity is the maintenance of stock prices above

10 book value.

11

12

13

14

15

16

would iiurther note that the CE analysis, as Shave employed it, is based upon market data

(through the use of market-to-book ratios) and is thus essentially a market test. As a

result, my analysis is not subject to the criticisms occasionally made by some who

maintain that past earned returns do not represent the cost of capital. In addition, my

analysis uses prospective returns and thus is not confined to historical data.

17

18 Q. What time periods have you examined in your CE analysis?

19

20

21

22

23

24

25

A.

A. My CE analysis considers the experienced equity returns of the proxy groups of utilities

for the period 1992-2008 (i. e., the last seventeen years). The CE analysis requires that I

examine a relatively long period of time in order to determine trends in earnings over at

least a full business cycle. Further, in estimating a fair level of return for a future period,

it is important to examine earnings over a diverse period of time in order to avoid any

undue influence from unusual or abnormal conditions that may occur in a single year or

shorter period. Therefore, in forming my judgment of the current cost of equity I have
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1

2

focused on two periods: 2002-2008 (the last business cycle) and 1992-2001 (the most

recent complete business cycle).

3

4 Q-

5

6

Please describe your CE analysis.

Schedules 8. and 9 contain summaries of experienced returns on equity for several groups

of companies, while Schedule 10 presents a risk comparison of utilities versus unregulated

7 firms.
1

8

9

10

Schedule 8 shows the earned returns on average common equity and market-to-book ratios

for the groups of proxy utilities. These can be summarized as follows:

11

12 Value Line
Group

AUS
Group

Z¢PP
Group

13

14
8.5-10.5%
9.1-11.0%

9.4-11.0%
9.5-11.1%

9.8-11.4%
9.6-11.3%

15

16

177-227%
173 -217%

175-224%
171-214%

180-227%
175-217%

17

Historic ROE
Mean
Median

Historic M/B
Mean
Median

Prospective ROE
Mean
Median

10.0-12.0%
10.0-12.0%

10.0-12.0%
10.0-12.0%

10.0-12.0%
10.0-12.0%

18

19

20

21

22

23

24

A.

These results indicate that historic returns of 8.5-11.4 percent have been adequate to

produce market-to-book ratios of 171-227 percent for the groups of proxy utilities.

Furthermore, projected rétums on equity for 2009, 2010, and 2012-2014 are within a

range of 10.0 percent to 12.0 percent for the utility groups. These relate to 2008 market-

to-book ratios of 170 percent or higher.
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1 Q Have you also reviewed earnings of unregulated firms

Yes. As an alternative, I also examined a group of largely unregulated firms. I have

examined the S&P 500 Composite group, since this is a well-recognized group of firms

that is widely utilized in the investment community and is indicative of the competitive

sector of the economy. Schedule 9 presents the earned returns on equity and market-to

book ratios for the S&P 500 group over the past sixteen years. As this Schedule indicates

over the two periods this group's average earned returns ranged from 13.9 percent to 14.7

percent with market-to-book ratios ranging between 288 percent and 341 percent

10 Q How can the above information be used to estimatethe cost of equity for AWC?

The recent earnings of the proxy utility and S&P 500 groups can be utilized as an

indication of the level of return realized and expected in the regulated and competitive

sectors of the economy. In order to apply these returns to the cost of equity for proxy

utilities, however, it is necessary to compare the risk levels of the utility industry with

those of the competitive sector. I have done this in Schedule 10, which compares several

risk indicators for the S&P 500 group and the utility groups. The information in this

schedule indicates that the S&P 500 group is more risky than the utility proxy groups

19 Q What return on equity is indicated by the CE analysis

Based on the recent earnings and market-to-book ratios, I believe the CE analysis

indicates that the cost of equity for the proxy utilities is no more than 9.5 percent to 10.5

percent. Recent returns of 8.5 percent to 11.4 percent have resulted in market-to-book

ratios of 170 and greater. Prospective returns of 10.0 percent to 12.0 percent result in

anticipated market-to-book ratios of over 170 percent. As a result, it is apparent that

returns below this level would result in market-to-book ratios of well above 100 percent

An earned return of 9.5 percent to 10.5 percent should thus result in a market-to-book ratio
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1 of over 100 percent. As I indicated earlier, the fact that market-to-book ratios

2

3

substantially exceed 100 percent indicates that historic and prospective returns of over 10

percent reflect earnings levels that exceed the cost of equity for those regulated

4 companies.

5

6

7

Please also note that my CE analysis is not based on a mathematic formula approach, as

are the DCF and CAPM methodologies. Rather, it is based on recent trends and current

8 conditions in equity markets. Further, it is based on the direct relationship between

9

10

11

12

13

14

15

16

17

returns on common stock and market-to-book ratios of common stock. In utility rate

setting, a fair rate of return is based on the utility's assets (i.e., rate base) and the book

value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market-to-book ratio at 100 percent, or a bit higher, is fully adequate to

maintain the utility's financial stability. On the other hand, a market price of a utility's

common stock that is 170 percent or more above the stock's book value is indicative of

earnings that exceed the utility's reasonable cost of capital. Thus, actual or projected

earnings do not directly translate into a utility's reasonable cost of equity. Rather, they

must be viewed in relation to the market-to-book ratios of the utility's common stock.

18

19

20

My 9.5 percent to 10.5 percent CE recommendation is not designed to result in 1narket-to-

book ratios as low as 1.0 for AWC. Rather, it is based on current market conditions and

21 the proposition that ratepayers should not be required to pay rates based on earnings levels

that result in excessive market-to-book ratios.22
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1 RETURN ON EQUITY RECOMMENDATIONS

2 Q- Please summarize the results of your three cost of equity analyses.

3 My three methodologies produce the following:

4

5
Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

9.0-10.5% (9.75% mid-point)
8.2-8.6% (8.4% mid-point)

9.5-10.5% (10.0% mid-point)6
J

7

8 Q- What is your cost of equity recommendation for AWC?

9

10

I recommend a cost of equity of 9.5 percent to 10.5 percent for AWC. Within this range, I

recommend the 10.0 percent mid-point level.

11

12 Q-

13

Please explain how the recent and current economic and financial crisis impacts the

cost of equity for AWC.

14

15

16

17

18

It is well chronicled that, over the past two years and especially over the past several

months, the United States and global financial markets have been in turmoil. The impacts

of this have been far-reaching and extreme, with global credit markets virtually coming to

a standstill. This crisis and its impact, however, do not imply that the cost of equity for

water utilities such as AWC have increased. I say this for the following reasons.

19

20

21

First, it must be emphasized that depressed economic conditions and the financial crisis

affects virtually all sectors of the economy - households, small businesses, larger

22 commercial and industrials and, in most cases, the impact is greater than is the case for

23 AWC. AWC is a regulated utility that sells a product that has no real substitutes. As

24 such, AWC and utilities are partially, if not largely, insulated from the impacts of

25

A.

A.

A.

depressed economic conditions.
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Second, the major impact of a recession is to depress the profits of most enterprises. As a

result, it is to be expected that capital costs will decrease in tandem with a significant

recession. There is no justification for increasing the profit level of a regulated utility

such as AWC at the same time that other enterprises are experiencing lower profits

Third, even if AWC were to incur higher costs of debt and/or other capital costs, these

costs can be passed along to ratepayers at the next rate proceeding. Unregulated firms

cannot do this

10

11

12

13

14

15

16

17

Fourth, the United States and global governments have taken, and continue to take,

extraordinary measures to avoid a further worsening of the current market turmoil. Most

of these measures are designed to put liquidity into the credit markets and make credit

more accessible again and, in the process, restore more confidence to the financial

markets. All of these measures are clearly designed to lower the cost of capital. in this

environment, it would be counter-productive to make any claim that AWC should have a

higher return at this time due to the above-cited market turmoil.

18

19 TOTAL COST OF CAPITAL

20 Q- What is the total costof capital for AWC?

21

22

23

24

A. Schedule 1 reflects the total cost of capital for the Company using AWC's capital

structure and costs of debt along with the range of common equity costs my analyses

support. The resulting total cost of capital is a range from 7.87 percent to 8.33 percent. I

recommend that an 8.10 percent total cost of capital be established for AWC.
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1 Q Does your cost of capital recommendation provide the Company with a sufficient

level of earnings to maintain its financial integrity

Yes,it does. Schedule ll shows the pre-tax coverage that would result if AWC earned

my cost of capital recommendation. As the results indicate, my recommended range

would produce a coverage level within the benchmark range for a BBB" rated utility. In

addition, the debt ratio (which reflects the Company's proposed capital structure) is within

the benchmark for a BBB rated utility

9 Q Are you proposing a fair value rate of return in this proceeding

Yes. However, in the present proceeding, AWC is not requesting a FVRB that differs

from its original cost rate base. Therefore, the proposed FVROR does not differ from my

previously recommended overall rate of return

14 Q Are you aware that AWC is requesting an Attrition Adjuster in this proceeding

Yes, I am. AWC, through the testimonies of William Garfield and Joel Reeker, is

requesting an Attrition Adjuster Mechanism ("AAM"). Mr. Garfield states that the AAM

should be approved for AWC in the absence of the approval of several other proposed

adjuster mechanisms, including a Purchased Power Adjuster Mechanism ("PPAM")

Purchased Water Adjuster Mechanism ("PWAM"), and Purchased Fuel Adjuster

Mechanism ("PFAM"). Mr. Garfield states that, in the absence of the approval of all of

the adjuster mechanisms proposed or the approval of the AAM, the Company "will not be

able to attract capital on reasonable terms to construct necessary utility plant

A rating indicating medium grade investment quality
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1 Q Do you believe that the proposed AAM is necessary for AWC in order to attract

capital on reasonable terms?

3 A No, I do not. AWC has exhibited an ability to attract capital in recent years without the

combination of adjuster mechanisms it is presently requesting. I further note that this

Commission has recently declined to continue the approval of certain automatic

adjustment mechanisms for several AWC operating divisions in recent cases

8

9

10

11

12

13

Finally, I note that the current economic recession, and its impact on AWC's customers,

makes the timing of the implementation of an AAM problematic at this time. It is not fair

or proper to ask ratepayers to insulate AWC from its business risk factors at the same time

that these same ratepayers are suffering from current economic circumstances. I further

note that the magnitude of AWC's rate request (i.e., a proposed 35 percent increase in

rates) makes the requested adjuster mechanisms particularly burdensome to customers.

14

15 It is my understanding that other Utilities Division Staff witness are opposing the AAM in

16 this proceedings.

17

18 COMMENTS ON COMPANY TESTIMONY

19 Q. Have you reviewed the testimony of AWC witness Thomas M. Zepp?

20

21

Yes, I have. Dr. Zepp is recommending a return on equity for AWC of 12.4 percent. His

12.4 percent recommendation is derived as follows:

22

23 11.8% - 11.9% Table 10

24

DCF Analysis ...- "Zepp Approach"

DCF Analysis .- "Staff Approach" l1.3%- 11.4% Table 11

25 DCF Average l1.6%

26

A.
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1 11.8% Table 13

2

CAPM Analysis -- L-T MRP

CAPM Analysis - Current MAP 12.5% Table 14

3 12.1%

4

CAPM Average

Average Cost of Equity Estimate

Risk Premium for AWC

11.9%

5 0.5%

Cost of Equity Recommendation for AWC 12.4%6

7

8

I

Q- Do you agree with Dr. Zepp's methodologies and conclusions?

9

10

11

12

No, I do not. Each of Dr. Zepp's DCF and CAPM methodologies and inputs suffer from

defects that have the effect of over-estimating the cost of equity for water utilities in

general and AWC in particular. In addition, his proposed fifty basis points risk adjustment

for his perception of AWC's risks is improper and should not be accepted by the

Commission.13

14

15 Q.

16

What is your response for Dr. Zepp's DCF conclusions using his perception of the

"conceptually correct DCF" analysis?

17

18

19

20

This is summarized on Table 10 of Dr. Zepp's testimony. In this table, Dr. Zepp performs

two sets of DCF analyses - one with a 3-month yield and one with a 12-month yield.

Both sets of DCF analyses employ an 8.56 percent growth rate, which are developed on

Table 9. It is noteworthy that all of the growth rates shown on his Table 9 are analysts'

21 forecasts of EPS .

22

23

24

I do not believe it is proper to rely on a single type of growth rate estimate in a DCF

context. This is especially the when, as is the case here, the single growth rate reflects

25

A.

A.

only prob acted data.
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1 Q- Why is it improper to rely exclusively on analysts' forecasts of EPS in a DCF model?

2 There are several reasons why it is not proper to rely exclusively on analysts' forecasts in

3 a DCF context.

4

5 First, it is not realistic to believe that investors rely exclusively on a single factor, such as

6

7

analysts' forecasts, in making their investment decisions. Investors have an abundance of

available information to assist them in evaluating stocks and EPS forecasts are only one of

8 many such statistics.

9

10

11

12

13

Second, Value Line, one of Dr. Zepp's sources of EPS projections, publishes a large

number of individual company data and ratios. Presumably these are published for the

consideration of subscribers/investors. It is also apparent that Value Line publishes both

historic and forecast data - yet Dr. Zepp considers only one factor and only the forecast

14 version of this factor.

15

16

17

18

19

Third, the vast majority of infonnation available to investors, by both individual

companies in the form of annual reports and offering circulars, and by investment

publications such as Value Line, is historic data. It is neither realistic nor logical to

maintain that investors only consider projected (estimated) data to the exclusion of historic

20 (actual) data.

21

22 Fourth, there have been a number of academic studies that indicate that analysts' forecasts

23

24

25

26

A.

have been overly-optimistic in the past. See, for example a 1998 article (in the Financial

Analysts Journal, Vol. 54, No. 6, Nov./Dec. 1998, 35-42) titled "Why So Much Error In

Analysts' Earnings Forecasts'?," by Vijay Kuiner Chopra. In this article, the author

concluded, "Analysts" forecasts of EPS and growth in EPS tend to be overly optimistic."
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1

2

3

4

5

He concluded that analysts' forecasts of EPS over the past 13 years have been more than

twice the actual growth rate. Investors are aware of the propensity of analysts to over-

estimate EPS forecasts. In addition, the presumption that investors rely only on a single

projection implies that investors are L sophisticated and unable to make their own

decisions. This also is not rational.

6

7

8

9

Fifth, the experience over the past two years should be a clear Signal to investors that

analysts cannot accurately predict EPS levels. Hardly any security analysts predicted the

decline in profits that occurred in 2008 and 2009 to-date.

10

11 Sixth, the well-publicized financial debacles of Enron and WorldCom demonstrate

12

13

14

dramatically how analysts are often either unwilling or incapable of discerning potentially

disastrous impacts of a company's prob ected EPS, and how even current earnings can be

distorted by the complex financial machinations of large, aggressive corporations.

15

16

17

18

Finally, during 2003> ten of the nation's largest securities firms agreed to pay a record

$1.4 billion in penalties to settle U.S; government charges involving investor abuses,

many of which resulted from analysts' forecasts and recommendations that the

19

20

government charged were biased and subject to conflicts-of-interests. This settlement

largely grew out of a New York State investigation and reflects the national, and even

21 international, scope o f and

22 recommendations. These,

the negative perceptions of analysts' forecasts

and other, similar investigations and complaints have

23

24

25

underscored a growing awareness that analysts' estimates cannot be considered an

unbiased source of growth expectations by investors, and this understanding has important

implications for a DCF analysis that exclusively incorporates any such estimates.
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1

2.

3

4

5

6

7

8

In summary, investors are now very much aware of recent scandals involving security

analysts, including the Enron and WorldCom debacles, conflicts of interest that have

resulted in settlements, fines, and public adrnonislnnents, as well as other negative

connotations related to the reliability of analysts' forecasts. These problems clearly call

into question the reliance of analysts' forecasts as the only source of growth in a DCF

context. The landscape has changed in recent years and investors have ample reasons to

doubt the reliability of such forecasts at the present time. 1

9 Q. Are EPS projections generally higher than the alternative indicators of growth

available to investors?10

11

12

13

Yes, they are. It is apparent from the data in my Schedule 5 that EPS projections are

generally the highest indicators of growth. Again, it is not realistic to believe that all

investors rely exclusively on this single source of data.

14

15 Q-

16

What is your response to Dr. Zepp's DCF conclusions based upon his perception of

the "staff approach" to the DCF model?

17

18

19

20

This is shown on Table ll of Dr. Zepp's testimony. As was the case for his "conceptually

correct" DCF analysis, he performed two sets of DCF calculations - one with a 3-month

yield and one with a l2-month yield. Both sets of DCF calculations used a growth rate of

8.07 percent.

21

22 Q- How is this 8.07 percent growth rate derived?

23

24

25

26

A.

A.

A. Dr. Zepp states, on page 31, that his 8.07 percent growth rate is the average of the historic

growth rates shown on his Table 3 (7.6 percent) and prob ected growth rates shown on his

Table 9 (8.6 percent). I note that the 7.6 percent average growth rate on his Table 3

reflects the following average growth rates for his water sample group :
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1 5-Year 10-Year

2 Growth Sample Sample

3 Indicator Average

10.5%

Average

9.4%4 Stock Price

5 BVPS 7.0% 5.8%

2.9%6 DPS 3.2%

7 EPS 7.3% 5.5% I

8

9 Average 8.3% 6.9%

10 Average 7.6%

11

12 Q- Do you agree with his historic growth rates?

13

14

15

16

17

18

19

20

21

22

23

No, I do not. In particular, I do not agree with the use of stock price growth in a DCF

context. believe that stock price growth is too unstable to be used as a viable indicator of

investor expectations, especially at the current time. Over the past year, stock prices have

dropped substantially. This is particularly relevant since Dr. Zepp's stock price growth

ends with the year 2007. Given the perfonnance of the stock market in 2008 and 2009, it

is problematic that investors would give significant weight to stock price growth in

forming expectations of growth in a DCF context. This is especially significant since the

growth of stock prices greatly exceeds the growth of the other indictors. Eliminating the

stock price growth indicator has the effect of reducing the 5-year average growth rate to

5,8 percent (down from 8.3 percent) and the 10-year average growth rate to 4.7 percent

(down from 6.9 percent). The average of these two is 5.25 percent (down from 7.6

a

24

A.

percent).
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1 Q- Do you agree with Dr. Zepp's projected growth rates he uses in this DCF analysis?

2

3

4

5

No, I do not. As I show on my Schedule 5, the most recent average of analysts forecasts

of EPS (excluding Connecticut Water, as Dr. Zepp does) is 7.2 percent (down from the 8.6

percent shown in Dr. Zepp's testimony using forecasts from December 2007 to February

2008).

6

7 Q. What is your response to Dr. Zepp's CAPM "based on longlterrn average market

8 risk premium?"

9 This is shown on Table 13 of Dr. Zepp's testimony. His 11.8 percent conclusion is derived

10 as follows :

11

12 Risk Free Rate 4.9% Forecasts of Long-Term Gov 't Bonds as of early

13 2008

14 Beta 0.98 Value Line betas as of February 2008

15

16 Market Risk Premium 7.1% Ibbotson 1926-2007 difference in market returns of

17 S&P 500 and income remens on long-term

18

19

gov€I°I1I'I'1cI'1t bonds

Each of these three inputs is dated and overstated.

20

21 Q- How is the risk free rate overstated?

- 22

23

24

25

Dr. Zepp uses a 4.90 percent risk free rate. As I show in my testimony, the yields on 20-

year U.S. Treasury bonds have been well below this level for quite some time. For the

most recent three-month period, the average yield on long-term U.S. treasury bonds has

been 3.83 percent, which is more than 100 basis points below the yield used by Dr. Zepp.

26

A.

A.

A.
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1 Q.

2

Why are Dr. Zepp's beta values over-stated?

The Value Line beta values for water utilities have declined since February 2008 the

3

4

time period of Dr. Zepp's betas. As I have shown in my testimony, more current (April

2009) betas for his water group average 0.84 (down from his dated 0.98 average).

5

6 Q- Please now explain why Dr. Zepp's market risk premium is excessive.

7

8

9

His 7.1 risk premium reflects the 1926-2007 risk premium between total returns on the

S&P 500 and income returns on long-term government bonds, as reported in Morningstar

(Ibbotson).

10

11

12

13

14

15

16

17

18

I disagree with Dr. Zepps's risk premium which appears to employ exclusive reliance on

the 1926-2007 arithmetic average differences between large company stocks (i.e., S8cP

500) and long-term Treasury bonds. As I indicated earlier in my testimony, it is preferable

to use multiple sources of risk premium measures, as I have done. Dr. Zepp's 7.1 percent

risk premium used only arithmetic returns, and ignores geometric (compound) returns in

deriving the risk premium component of the CAPM. This is not proper. It is apparent that

investors have access to both types of returns, and correspondingly use both types of

returns, when they make investment decisions. .

19

20

21

22

23

In fact, it is noteworthy that mutual fund investors regularly receive reports on their own

funds, as well as prospective funds they are considering for investment, that show only

geometric returns. Based on this, I find it difficult to accept Dr. Zepp's position that only

arithmetic returns are considered by investors, and, thus, only arithmetic returns are

24

A.

A.

appropriate in a CAPM context.
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I also disagree with Dr. Zepp's 7.1 percent risk premium since it improperly used

returns" from the Morningstar study rather than "total returns." What Dr. Zepp did was

compare the differential between total returns for common stocks (i.e., dividends and

capital gains) and only income returns for Treasury bonds. As such, he has ignored the

capital gains component of the Treasury bonds return. As I indicated in my earlier

testimony, the differential between total returns of common stocks and Treasury bonds, is

5.6 percent on an arithmetic basis. in addition, Dr. Zepp's use of the Morningstar study

only used half of the reported data (arithmetic means) and ignored the other half of the

reported data (geometric means)

"income

It is apparent that, when Dr. Zepp's historic risk premium estimate is updated for the

inclusion of 2008 data, a much different picture emerges; The 1926-2008 differential

between the arithmetic returns of the S&P 500 and long-term government bonds has

declined from 6.5 percent to 5.6 percent (i.e., 11.7 percent total return from S&P 500

minus 6.1 percent total return for long-term government bonds), a reduction of 90 basis

points. A similar update of his "income return" would have the effect of reducing his

CAPM risk premium to 6.5 percent, or 60 basis points

19 Q Please now turn to Dr. Zepp's CAPM analysis "based on current forecast of market

risk premium

This is shown on Table 14 of his testimony. The only difference between his two sets of

CAPM analyses is the market risk premium, as both use the same values of the risk tree

rate and beta. The market risk premium in Dr. Zepp's "Current Forecast of Market Risk

Premium" is 7.7 percent and is developed by comparing "DCF Equity Costs" of the Value

Line Industrial Composite and long-term treasury bonds for the period 1987 to 2007, as

shown on his Table 15
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1

2

3

4

5

6

I do not believe this is an appropriate methodology with which to estimate the market risk

premium for a water utility. The DCF rates shown in his Table 15 show values of 17

percent and above over the last three periods, with resulting risk premiums of over 12

percent. These 17 percent plus DCF rates seem excessive and greatly exceed the achieved

returns of unregulated firms over both long-term and recent times, as evidenced by the

Morningstar (Ibbotson) studies cited in my testimony.

7

8 Q~

9

Do you agree with Dr. Zepp's proposal to add a S0 basis point risk adjustment to the

DCF and CAPM results for his water group to account for the perceived higher risk

10 of AWC?

11

12

13

14

No, I do not. Dr. Zepp's proposed 50 basis point adjustment above the DCF and CAPM

cost rates for his group of proxy water utilities is based upon his perception that AWC is

more risky than the companies making up his proxy group. The perceived risk factors that

Dr. Zepp cites are as follows:

15

16

17

18

19

20

Regulation in Arizona .- pages 16-17

Lack of automatic adjustment mechanisms, such as arsenic treatment costs,

purchased water, purchased fuel, and purchased power costs - pages 17-20

Inverted rate structures - pages 20-21 .

Small size of AWC - pages 21 -23

21

22 Q- Do you agree with Dr. Zepp's perception of AWC's risks"

23

24

25

A.

A. No, I do not. I disagree with Dr. Zepp on the relative risk of AWC for two primary sets of

reasons. First, Dr. Zepp is comparing AWC, as a company, with the operations of the

proxy companies. AWC, like many of the proxy companies, is part of a larger

.1
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organization. It is not proper to compare one subsidiary of a water group with the total

operations of other water groups

Second most, if not all, of the risks cited by Dr. Zepp are not new to AWC. As a result

the Commission has had the opportunity to assess these perceived risks in previous AWC

cases. My reading of the decisions in several recent AWC decisions does not reflect any

Commission recognition of the risks cited by Dr. Zepp. I note that this Commission has

previously found (e.g., Decision No. 66849 in Docket No. W-01445A-02-0619, dated

March 19, 2004 and Decision No. 68302 in Docket No. w-01-445A-04-0650) that no risk

adjustments are appropriate for AWC. It is my belief that such a position remains true at

this time. even if there were any Commission recognition of these risks, their

impact would be reflected in the costs of equity approved for AWC. These returns have

recently been in the area of 10 percent or less, which is similar to what I am

recommending in this proceeding for AWC

In fact,

16 Q Dr. Zepp also maintains, on page 14, that the risks of the water industry have

increased in recent years, due to an increase inaverage beta values for water utilities

Do you agree with this assertion

No, I do not. In fact, since Dr. Zepp's testimony was prepared in early 2008, the average

beta values of his water sample have decreased. According to his logic, this indicates a

decline in the risk of the water utility industry

23 Q Does this conclude yourDirect Testimony

Yes. it does
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ARIZONA WATERCOMPANY
TOTAL COST OF CAPITAL

Amount 1/ Percent Weighted Cost

Short-Term Debt

Long-Term Debt 49.35%

Common Equity

$7,300,000

$75,000,000

$69,671 ,689 45.85% 10.50%

Total $151 ,971 ,689 100,00°A

Mid-Point

1/ Per response to Staffs DR 12.2
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ECONOMIC INDICATORS

Year

Real

GDP
Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

1975 n1982 Cycle

1975

1976
1977

1978

1979
1980

1981

1982

-1.1%
5.4%
5.5%
5.0%
2.8%
-0.2%
1.8%
-2.1%

-8.9%
10.8%
5.9%
5.7%
4.4%
-1.9%
1.9%
-4.4%

8.5%
7.7%
7.0%
6.0%
5.8%
7.0%
7.5%
9.5%

7.0%
4.8%
6.8%
9.0%
13.3%
12.4%
8.9%
3.8%

6.6%
3.7%
6.9%
9.2%
12.8%
11.8%
7.1%
3.6%

1983 - 1991 Cycle

1983

1984

1985

1986

1987

1988

1989

1990

1991

4.0%
6.8%
3.7%
3.1%
2.9%
3.8%
3.5%
1.8%
-0.5%

3.7%
9.3%
1.7%
0.9%
4.9%
4.5%
1.8%
-0.2%
-2.0%

9.5%
7.5%
7.2%
7.0%
6.2%
5.5%
5.3%
5.6%
6.8%

3.8%
3.9%
3.8%
1.1%
4.4%
4.4%
4.6%
6.1%
3.1%

0.5%
1.7%
1.8%
-2.3%
2.2%
4.0%
4.9%
5.7%
-0.1%

1992 - 2001 Cycle

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

3.0%
2.7%
4.0%
2.5%
3.7%
4.5%
4.2%
4.5%
3.7%
0.8%

3.1 %
3.3%
5.4%
4.8%
4.3%
7.2%
5.9%
4.3%
4.2%
-3.4%

7.5%
6.9%
6.1%
5.6%
5.4%
4.9%
4.5%
4.2%
4.0%
4.7%

2.9%
2.7%
2.7%
2.5%
3.3%
1.7%
1.6%
2.7%
3.4%
1 .6%

1.6%
0.2%
1.7%
2.3%
2.8%
-1 .2%
0.0%
2.9%
3.6%
-1.6%

Current Cycle

2002

2003

2004

2005

2006

2007

2008

1.6%
2.5%
3.6%
2.9%
2.8%
2.0%
1.1%

-0.1%
1.3%
2.5%
3.3%
2.3%
1.5%
-2.2%

5.8%
6.0%
5.5%
5.1%
4.6%
4.6%
5.8%

2.4%
1.9%
3.3%
3.4%
2.5%
4.1%
0.1%

1.2%
4.0%
4.2%
5.4%
1.1%
6.2%
-0.9%

*GDP=Gross Domestic Product

Source: Council of Economic Advisors, Economic Indicators, various issues.
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

2.7%
2.2%
2.4%
0.2%

- 38%
-1 .2%
0.8%
1.4%

5.6%
5.9%
5.8%
5.9%

2.8%
0.9%
2.4%
1.6%

4.4%
-20%l
1.2%
0.4%

2003
1st Qtr.
2nd Qtr,
3rd Qtr.
4th Qtr.

1.2%
3.5%
7.5%
2.7%

1.1%
- 09%
-0.9%
1.5%

5.8%
6.2%
6.1%
5.9%

4.8%
0.0%
3.2%
-0.3%

5.6%
-0.5%
3.2%
2.8%

2004
1st Qtr,
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
3.5%
3.6%
2.5%

2.8%
4.9%
4.6%
4.3%

5.6%
5.6%
5.4%
5.4%

5.2%
4.4%
0.8%
3.6%

5.2%
4.4%
0.8%
7.2%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
2.6%
3.8%
1.3%

3.8%
3.0%
2.7%
2.9%

5.3%
5.1%
5.0%
4.9%

4.4%
1.6%
8.8%
-2,0%

5.6%
-0.4%
14.0%
4,0%

2008
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

4.8%
2.7%
0.8%
1.5%

3.4%
4.5%
5.2%
3.5%

4.7%
4.6%
4.7%
4.5%

4.8%
4.8%
0.4%
0.0%

-0.2%
5.6%
-4.4%
3.6%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

0.1%
4 8 %
4.8%
-0.2%

2.5%
1.6%
1.8%
2.2%

4.5%
4.5%
4.6%
4.8%

4.8%
5.2%
1.2%
6.4%

6.4%
6.8%
1.2%
10.8%

2008
1st Qtr.
2nd Qtr.
3rd Qtr,
4th Qtr.

0.9%
2.8%
-0.3%
-3.8%

1.8%
-0.4%
-3.2%
-6.6%

4.9%
3%

6.0%
6.9%

2.8%
7.6%
2.8%

-13.6%

9.6%
14.0%
-0.4%

-27.6%

2009
1 st Qtr. -61% -11.8% 8.1% 2.4% -12%

Source: Council of Economic Advisors, Economic Indicators, various issues.
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INTEREST RATES

Year
Prime
Rate

US Treas
T Bills

3 Month

US Treas
T Bonds
10 Year

Utility
Bonds
Aaa

utility
Bonds

Aa

utility
Bonds

A

utility
Bonds
Baa

1975
1976
1977
1978
1979
1980
1981
1982

7.86%
6.84%
6.83%
9.06%
12.67%
15.27%
18.89%
14.86%

5.84%
4.99%
5.27%
7.22%
10.04%
11.51%
14.03%
10.69%

1975 _ 1982 Cycle
7.99% 9.03%
7.61 % 8.63%
7.42% 8.19%
8.41 % 8.87%
9.44% 9.86%
11.46% 12.30%
13.93% 14.64%
13.00% 14.22%.

1983 - 1991 Cycle

9.44%
8.92%
8.43%
9.10%

10.22%
13.00%
15.30%
14.79%

10.09%
9.29%
8.61%
9.29%

10.49%
13.34%
15.95%
15.86%

10.96%
9.82%
9.06%
9.62%

10.960/,
13.95%
16.60%
16.45%

1983
1984
1985
1986
1987
1988
1989
1990
1991

10.79%
12.04%
9.93%
8.33%
8.21%
9.32%

10.87%
10.01 %
8.46%

8.63%
9.58%
7.48%
5.98%
5.82%
6.69%
8.12%
7.51 %
5.42%

11.10%
12.44%
10.62%
7.68%
8.39%
8.85%
8.49%
8.55%
7.86%

12.52%
12.72%
11 .68%
8.92%
9.52%

10.05%
9.32%
9.45%
8.85%

12.83%
13.66%
12.06%
9.30%
9.77%

10.26%
9.56%
9.65%
9.09%

13.66%
14.03%
12.47%
9.58%

10.10%
10.49%
9.77%
9.86%
9.36%

14.20%
14.53%
12.96%
10.00%
10.53%
11.00%
9.97%

10.06%
9.55%

1992 - 2001 Cycle

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

6.25%
6.00%
7.15%
8.83%
8.27%
8.44%
8.35%
8.00%
9.23%
6.91%

3.45%
3.02%
4.29%
5.51 %
5.02%
5.07%
4.81 %
4.66%
5.85%
3.45%

7.01%
5.87%
7.09%
6.57%
6.44%
6.35%
5.26%
5.65%
6.03%
5.02%

8. 19%
7.29%
8.07%
7.68%
7.48%
7.43%
6.77%
7.21%
7.88%
7.47%

a.55%
7.44%
8.21 %
7.77%
7.57%
7.54%
6.91%
7.51%
8.06%
7.59%

8.69%
7.59%
8.31%
7.89%
7.75%
7.60%
7.04%
7.62%
8.24%
7.78%

8.86%
7.91 %
8.63%
8.29%
8.16%
7.95%
7.26%
7.88%
8.36%
8.02%

Current Cycle

2002
2003
2004
2005
2006
2007
2008

4.67%
4.12%
4.34%
6.19%
7.96%
8.05%
5.09%

1.62%
1.02%
1.38%
3.16%
4.73%
4.41%
1.48%

4.61%
4.01%
4.27%
4.29%
4.80%
4.63%
3.66%

[1] 7.19%
6.40%
6.04%
5.44%
5.84%
5.94%
6.18%

7.37%
6.58%
6.16%
5.65%
6.07%
6.07%
6.53%

8.02%
6.84%
640%
5.93%
6.32%
6.33%
7.25%

{1] Note: Moody's has not published Ala utility bond yields since 2001

Sources: Council of Economic Advisors, Economic Indicators, Moody's Bond Record, Federal
Reserve Bulletin, various issues.
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INTEREST RATES

us Treas

T Bills

3 Month

US Treas
T Bonds
10 Year

uaisity
Bonds
Ala

Utility
Bonds

As

Utility
Bonds

unary

Bonds

[1]

m 6.87%
B.93°A

4.25% 1.13%

5.20%
4.00%

0.89%
5.28%

4 0O°/v

5.79%

5.78%

5.39% 5.53%

6.19%

5.50%
750%

6 .D2%
6.42%

5.10%

5.24% 5.51%

397%
7.50%

5.15%

2.874%

3.68%
3.85%

599%
5.99%

5.19%
513%

5.00% 3.89% 6.95%

8.98%

2.42%

6.11%
8.00%

0.17% 2.93% 620% 5.48%

[1] Note: Mordy's has not published Ala ulilily bond yields since 2001

Sources: Council of Economic Advisors, Economic indicators, Moody's Bond Record, Federal
Reserve Buileiin; vanous issues
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STOCK PRICE INDICATORS

Year

S&P NASDAQ
Composite [1] Composite [1] DJIA

S&P
D/P

S&P
EIP

1975 - 1982 Cycle

1975
1976
1977
1978
1979
1980
1981
1982

802.49
974.92
894.63
820.23
844.40
891 .41
932.92
884.36

4.31 %
3,77%
4.52%
5.28%
5.47%
5.26%
5.20%
5.81 %

9.15%
8.90%
10.79%
12.03%
13.46%
12.66%
11.96%
11.60%

1983 - 1991 Cycle

[1]

4.40%
4.64%
4.25%
3.49%
3.08%
3.64%
3.45%
3.61 %
3.24%

8.03%
10.02%
8.12%
6.09%
5.48%
8.01%
7.41%
6.47%
4.79%

1983
1984
1985
1986
1987
1988
1989
1990
1991

[1]
322.84
334.59
376.18 491.69

1 ,190.34
1 ,178.48
1,328.23
1 ,792.76
2,275.99
2,060.82
2,508.91
2,678.94
2,929.33

1992 -2001 Cycle

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

$415.74
$451 .21
$460.42
541 .72
670.50
873.43

1,085.50
1,327.33
1,427.22
1,194.18

$599.26
715.16
751 .65
925.19

1,164.96
1,469.49
1,794.91
2,728.15
3,783.67
2,035.00

3,284.29
3,522.06
3,793.77
4,493.76
5,742.89
7,441 .15
8,625.52
10,464.88
10,734.90
10,189.13

2.99%
2.78%
2.82%
2.56%
2.19%
1.77%
1.49%
1.25%
1.15%
1.32%

4.22%
4.46%
5.83%
6.09%
5.24%
4.57%
3.46%
3.17%
3.63%
2.95%

Current Cycle

2002
2003
2004
2005
2006
2007
2008

993.94
965.23

1,130.65
1 ,207.23
1,310.46
1,477.19
1,220.04

1 ,539.73
1,647.17
1,986.53
2,099.32
2,263.41
2,578.47
2,161.65

9,226.43
8,993,59
10,317.39
1054757
11,408.67
13,169.98
11,252.62

1.61%
1.77%
1.72%
1.83%
1,87%
1.86%
287%

2.92%
3.84%
4.89%
5.36%
5.78%
5.29%
3.55%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDAQ
Composite prior to 1991 .

Source: Council of Economic Advisors, Economic Indicators, various issues.

1



Exhibit (DCP-1 )
Schedule 2
Page 6 of 6

STOCK PRICE INDICATORS

YEAR
S&P

Composite
NASDAQ

Composite DJIA

S&P
D/P

S&P
E/p

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,131.56
1,068.45
894.65
887.91

1 ,879.85
1 ,641,53
1 ,308.17
1 ,346.07

10,105.27
9,912.70
8,487.59
8,400.17

1.39%
1.49%
1.76%
1.79%

215%
2.70%
3.68%
3,14%'

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

860.03
938.00

1 _000.50
1 ,056.42

1 ,350.44
1 ,521.92
1,765,96
1 ,934.71

8,122.83
8,684.52
9,310.57
9,856.44

1.89%
1.75%
1.74%
1.69%

357%
3.55%
3.87%
4.38%

2004
1stQtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,133.29
1,122.87
1,104_15
1,162.07

2,041 .95
1,984.13
1 ,872,90
2,050.22

10,488,43
10,289.04
10,129.85
10,362.25

1.64%
1.71%
1.79%
1.75%

4.62%
482%
5.18%
4.83%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,191.98
1,181.65
1,225.91
1,262.07

2,056.01
2,012,24
2,144.61
2,246.09

10,648,48
10,382.35
10,532.24
10,827.79

1.77%
1.85%
1.83%
1.86%

5.11%
5.32%
5.42%
5.60%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,283.04
1 ,281.77
1 ,288.40
1 ,389.48

2,287.97.
2,240.46
2,141.97
2,390.26

10,996.04
11,188.84
11,274.49
12,175.30

1.85%
1.90%
1.91%
1.81%

5.61 %
5.86%
5.88%
5.75%

2007
1st Qtr,
2nd Qtr.
3rd Qtr.
4th Qtr.

1,425.30
1,496.43
1,490.81
1,494.09

2,444,85
2,552.37
2,609.68
2,701 .59

12,470.97
13,214.26
13,488.43
13,502.95

1.84%
1.82%
1.86%
1.91%

5.85%
5.65%
5.15%
451%

2008
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,350.19
1,371.65
1,251.94
909.80

2,332.91
2,426.26
2,290,87
1,599.64

12,383.86
12,508.59
11,322.40
8,795,61

2.11%
2.10%
2.29%
2.98%

4.55%
4.05%
3.94%
1.65%

2009
1st Qtr. 809.31 1,485.14 7,774.06 3.00%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDAQ
Composite prior to 1991.

Source: Council of Economic Advisors, Economic Indicators, various issues.
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ARIZONA WATER COMPANY
CAPITAL STRUCTURE RATIOS

2006 _ 2008

$71,388,102

64.1%

COMMON
EQUITY

LONG-TERM

$40,000,000
33.6%

M

$7,800,000

NOTES
PAYABLE

$71,015,718
49.7%

$40,000,000 $32,000,000
22.4°/o

$69,671 ,689
45.8%

$75,000,000

51 .8%

$7,300,000
4.8%

Source: Response to Staff Data Request 7.1 and 7.07
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PROXY WATER UTILITIES
COMMON EQUITY RATIOS

COMPANY 2004 2005 2006 2007 2008

Value Line Water Group

American StatesWater Co.
Aqua America, Inc.
California Water Service Group
Southwest Water Co.

48%
45%
51%
63%-

47%
44%
51%
53%

50%
38°/o
55%
56%

50%
43%
57%
52%

54%
44%
55%
45%

1

Average 52% 49% 50% 51% 50%

AUS Util ity Reports Group

American States Water Co.
Aqua America, Inc,
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service, Inc.
Middlesex Water
SJW Corporation
Southwest Water Co.
York Water Company

48%
45%
36%
51%
53%
46%
56%
63%
48%

47%
44%
38%
51%
55%
42%
57%
53%
46%

50%
38%
38%
55%
54%
49%
56%
56%
51%

50%
43%
48%
57%
50%
48%
52%
52%
48%

54%
44%
45%
55%
53%
50%
52%
45%
45%

Average 50% 48% 50% 50% 49%

Zepp Water Sample Group

American States Water Co.
Aqua America, Inc.
California Water Service Group
Connecticut Water Service, Inc.
Middlesex Water
SJW Corporation

48%
450/1
51%
53%
46%
56%

47%
44%
51%
55%
42%
57%

50%
38%
55%
54%
49%
56%

50%
43%
57%
50%
48°/o
52%

54%
44%
55%
53%
50%
52%

Average 50% 49% 50% 50% 51%

Source: AUS Utilitly Reports.
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PROXY WATER UTILITIES
DIVIDEND YIELD

COMPANY DPS
Februarv - April, 2009

HIGH LOW AVERAGE YIELD

Value Line Water Group

American States Water Co.
Aqua America, IncQ
California Water Service Group
Southwest Water Co.

$1.00
$0.54
$1.18
$0,10

$38.79
$21 .50
$46.19
$5.85

$29.76
$16.59
$35.66
$3.67

$34.28
$19.05
$40.93
$4.76

*I

2.9%
2.8%
2.9%
2.1%

Average 2.7%

AUS Utility Reports Group

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service, Inc.
Middlesex Water
SJW Corporation
Southwest Water Co.
York Water Company

$1.00
$0.54
$0.71
$1.18
$0.89
$0.71
$0.66
$0.10
$0.50

$38.79
$21 .50
$16.00
$46.19
$24.75
$17.71
$29.22
$5.85
$14.51

$29.76
$16.59
$12.81
$35.66
$17.31
$11.64
$18.22
$3.67
$9.74

$34.28
$19.05
$14.41
$40.93
$21.04
$14.68
$23.72
$4.76
$12.13

2.9%
2.8%
4.9%
2.9%
4.2%
4.9%
2.8%
2.1%
4.2%

Average 3.5%

Zepp Water Sample Group

American States Water Co.
Aqua America, Inc.
California Water Service Group
Connecticut Water Service, Inc.
Middlesex Water
SJW Corporation

$1.00
$0.54
$118
$0.89
$0.71
$0.66

$38.79
$21.50
$46.19
$24.76
$17.71
$29.22

$29.76
$16.59
$35.68
$17.31
$11 .64
$18.22

$34.28
$19.05
$40.93
$21 .04
$14.68
$23.72

2.9%
2.8%
2.9%
4.2%
4.9%
2.8%

Average 3.4%

Source: Yahoo! Finance.
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PROXY WATER UTILITIES
RETENTION GROWTH RATES

COMPANY Average 12-'14 Average

Va\ue Line Water Group

American States Water Co
Aqua America, Inc
California Water Service Group
Southwest Water Co

Average

AUS utility Reports Group

1.1% 3.9%

American States Water Co
Aqua America, Inc
Artesian Resources Corp
California Water Service Group
ConnecticutWaler Service, Inc
Middlesex Water
SJW Corporation
Southwest Water Co
York Water Company

3.1% 1.5%

Average

Zepp Water Sample Group

American States Water Co
Aqua America, Inc
California Water Service Group
Connecticut Water Service, Inc
Middlesex Water
SJW Corporation

2.6% 2.7%

Average

Source: AUS Utility Reports and Value Line investment Survey
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PROXY WATER UTILITIES
PER SHARE GROWTH RATES

COMPANY
5-year Historic Growth Rates

EPS DPS BVPS . Average
Est'd '06-'08 to .12-'14 Growth Rates

EPS DPS BVPS Average

Value Line Water Group

American StatesWater Co,
Aqua America, Inc.
California Water Service Group
Southwest Water Co.

14.7%
5.1%
9.4%

2.6%
7.8%
0.9%
8.5%

5.1 %
7.9%
6.1%

7.5%
6.9%
5.5%
8.5%

9.5%
10.0%
9.0%

5.0%
3.5%
2.5%

3.0%
6.5%
3.0%

5.8%
6.7%
4.8%

1

Average 7.1% 5.8%

AUS Utility Reports Group

9.5%
10.0%

50%
35%

3.0%
6.5%

5.8%
6.7%

14.7%
5.1%
5.7%
9.4%
-0.7%
7.9%
3.5%

5.1%
7.9%
5.6%
6.1%
3.2%
6.2%
9.0%

7.5%
6.9%
5.8%
5.5%
1.2%
5.2%
6.1%
8.5%
6.1 %

9.0% 2.5% 3.0% 4.8%

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service, inc.
Middlesex Water
SJW Corporation
Southwest Water Co.
York Water Company 3.9%

2.6%
7.8%
6.0%
0.9%
1.2%
1.5%
5.8%
8.5%
5.8% 8.6%

Average 5.9% 5.8%

Zepp Water Sample Group

American States Water Co.
Aqua America, Inc.
California Water Service Group
ConnecticutWater Service, inc.
Middlesex Water
SJW Corporation

14.7%
5.1%
9.4%
-0.7%
7.9%
3.5%

2.6%
7.8%
0.9%
1.2%
1.5%
5.8%

5.1%
7.9%
6.1%
3.2%
62%
9.0%

7.5%
6.9%
5.5%
1.2%
5.2%
6.1 %

9.5%
10.0%
9.0%

5.0%
3.5%
2.5%

3.0%
6.5%
3.0%

5.8%
6.7%
4.8%

Average 5.4% 5.8%

Source: AUS Utility Reports and Value Line Investment Survey.
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PROXY WATER UTILITIES
DCF COST RATES

COMPANY
ADJUSTED

YIELD

HISTORIC
RETENTION

GROWTH

PROSPECTIVE
RETENTION

GRO\NTH

HISTORIC
PER SHARE

GROWTH

PROSPECTIVE FIRST CALL
PER SHARE

GROWTH GROWTH
AVERAGE
GROVVTH RATEs

Value Line Water Group

3.0% 2.7% 5.0% 7.5%
6.9% 6.7%

5.0%
5_7%
4.7%30% 5.0% 6.3%

5.0%
7.7%
7.1%

American States Waler Co
Aqua America, Inc
California Water Service Group
Southwest Waler Co 8.5%

2.8% 2.5% 7.1% 5.7%

Median 2.4% 5.0% 7.2%

CompositeMean 7.8%

Composite-Median B.B% 8.6%

AUS Utility Reports Group

2.7% 40% 8.0%
6.7%

60%
3.0% 5.0% 7.7%

10.2%1.2%
5.2%

15.0%
Vo

5.6% 10.0%

American States Water Co
Aqua America, Inc
Artesian Resources Corp
California Water Service Group
Conr»ec1icu1 Water Service, Inc
Middlesex Water
SJW Corporation
Southwest Water Co
York Water Company 4.3%

8.5%
61%

4.5% 5.9% 5.8%

Median 5.0% 7.0%

Composite-Mean 8.1% 9.4%

Composite-Median 5.1% 8.0% 9.1% 8.8%

Zepp Water Sample Group

5.0%
5.7%
4.7%

8.0%

3.0%
4.4%

5.5%

American States Water Co
Aqua America, Inc
California Water Service Group
Connecticut Water Service, Inc
Middlesex Water
SJW Corporation 5.6% 6.1%

15.0%
8.0%
100%

10.2%
9.8%
10.1%

B.5%

Median 5_B% 7.8%

Composite-Mean 8.0% 9.3%

Composite-Median 5.4% B.8% 8.3%

Note; Negative average growth rates excluded from above DCF analyses



Exhibit (DCP-1 )
Schedule 6

STANDARD & POOR'S 500 COMPOSITE
20-YEAR U.S. TREASURY BOND YIELDS

RISK PREMIUMS

Year EPS BVPS ROE
20-YEAR
T-BOND

RISK
PREMIUM

t1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2008
2007

$12.33
$14.66
$14.82
$15.36
$12.64
$14.03
$16.64
$14.61
$14.46
$17.50
$23.75
$22.67
$21.73
$16.29
$19.09
$21.69
$30.60
$33.96
$38.73
$39.72
$37.71
$46.17
$50.00
$24.69
$27.59
$46.73
$56.55
$69.93
$81 .51
$66.17

$79.07
$85.85
$94.27

$102.48
$109.43
$112.46
$116.93
$122.47
$125.20
$126.82
$134.04
$141 .32
$147.26
$153.01
$158.85
$149.74
$180.88
$193.06
$215.51
$237.08
$249.52
$255.40
$290.88
$325.80
$338.37
$821 .72
$387.17
$414.75
$453.06
$504.39
$529.59

15.00%
16.55%
15.06%
14.50%
11.39%
12.23%
13.90%
11.80%
11 .49%
13.42%
17.25%
15.85%
14.47%
10.45%
12.37%
13.24%
16.37%
16.62%
17.11%
16.33%
14.62%
17.29%
16.22%
7.43%
8.36%

14.15%
14.98%
16.12%
17.03%
12.80%

7.90%
8.86%
9.97%
11.55%
13.50%
10.38%
11.74%
11.25%
8.98%
7.92%
8.97%
8.81%
8.19%
8.22%
7.26%
7.17%
6.59%
7.60%
6.18%
6.64%
5.83%
5.57%
6.50%
5.53%
5.59%
4.80%
5.02%
4.69%
4.68%
4.85%

7.10%
7.69%
5.09%
2.95%
-2.11%
1.85%
2.16%
0.55%
2.51%
5.50%
8.28%
7.04%
6.28%
2.23%
5.11%
6.07%
9.78%
9.02%

10.93%
9.69%
8.79%

11.72%
9.72%
1.90%
2.77%
9.35%
9.96%

11.43%
12.35%
7.94%

Average 14.09% 7.69% 6.45%

Sources: Standard 8 Poor's Analysts' Handbook and Morningstar 2008 Yearbook.



Exhibit (DCP-1)
Schedule 7

PROXY WATER UTILITIES
CAPM COST RATES

COMPANY
RISK-FREE

RATE BETA
RISK

PREMIUM
CAPM
RATES

Value Line Water Group

American States Water Co.
Aqua America, Inc,
California Water Service Group
Southwest Water Co.

3.82%
3.82%
3.82%
3.82%

0.85
0.75
0.85
1.15

5.32%
5.32%
5.32%
5.32%

8.3%
73%/
8.3%
9.9%

Mean 8.6%

Median 8.3%

AUS Utility Reports Group

0.85
0.75

8.3%
7,8%

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service, Inc.
Middlesex Water
SJW Corporation
Southwest Water Co.
York Water Company

3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%

0.85
0.80
0.80
1.00
1.15
0.60

5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%

8.3%
8.1%
8.1%
9.1%
9.9%
7.0%

Mean 8.3%

Median 8.2%

Zepp Water Sample Group

American States Water Co,
Aqua America, Inc.
CaliforniaWater Service Group
Connecticut Water Service, Inc,
Middlesex Water
SJW Corporation

3.82%
3.82%
3.82%
382%
3,B2%
3.82%

0.85
0.75
0.85
0.80
0.80
1.00

5.32%
5.32%
5.32%
5.32%
5.32%
5.32%

8.3%
7.8%
8.3%
8.1%
8.1%
9.1%

Mean 8.3%

Median 8.2%

Sources; Value Line Investment Survey, Standard & Poor's Analysts' Handbook, Morningstar
2005 Yearbook.
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Exhibit (Dcp_1)
Schedule 9

STANDARD & POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOS

1992 _ 2007

YEAR
RETURN ON

AVERAGE EQUITY
MARKET-TO
BOOK RATIO

1992 12.2% 271%
I

1993 13.2% 272%

1994 16.4% 246%

1995 16.6% 264%

1996 17.1% 299%

1997 16.3% 354%

1998 14.6% 421%

1999 17.3% 481%

2000 16.2% 453%

2001 7.5% 353%

2002 8.4% 296%

2003 14.2°/o 278%

2004 15.0% 291%

2005 16.1% 278%

2006 17,0% 277%

2007 12.8% 284%

Averages:

1992-2001 14.7% 341%

2002-2007 13.9% 284%

Source: Standard 8= Poor's Analyst's Handbook, 2008 edition, page 1.



Exhibit (DCP-1 )
Schedule 10
Page 1 of 2

RISK INDICATORS

VALUE LINE
GROUP

VALUE LINE
SAFETY

VALUE LINE
FIN STR STK RANK

s & P's 500
Composite 2.7 B+

Value Line Water Group

AUS Utility Reports Group 2.8

Zepp Water Sample Group B+/B++

Sources: Value Line Investment Survey, Standard & Poor's Stock Guide

Definitions

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk

Beta reflects the variability of a particular stock, relative to the market as a whole, A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market. and a stock with a beta above 1.0 is more variable than the market

Financial strengths range from C to A++, with the latter representing the highest level

Common stock rankings range from D to A+, with the later representing the highest level



Exhibit (DCP-1 )
Schedule tO
Page 2 of 2

RISK INDICATORS

COMPANY
VALUE LINE

SAFETY
VALUE LINE

BETA

VALUE LINE
FINANCIAL
STRENGTH

so P
STOCK

RANKING

Value Line Water Group

American States Water Co.
Aqua America, Inc.
California Water Service Group
Southwest Water Co.

3
3
3
4

0.85
0.75
0,85
1 .15

B++
B+

B++
C++

3.67
3.33
3.67
2.67

B+
A
B+
B+

3.33
4.00
3.33
3.33

1

Average 3.3 0.90 B+ 3.34 B+/A- 3.50

AUS Utility Reports Group

3
3

0.85
0.75

B++
B+

3.67
3.33

B+
A

3.33
4.00

B+

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service, inc.
Middlesex Water
SJW Corporation
Southwest Water Co.
York Water Company

3
2
2
3
4
2

0.85
0.80
0.80
1.00
1.15
0.60

B++
B++
B+
B+
C++
B+

3.67
3.67
3.33
3.33
2.67
3.33

A-
A-

A
B+
A

3.33
3.67
3.67
4.00
3.33
4.00

Average 2.8 0.85 B+ 3.38 B+/A- 3.67

Zepp Water Sample Group

American States Water Co.
Aqua America, Inc.
California Water Service Group
Connecticut Water Service, Inc.
Middlesex Water
SJW Corporation

3
3
3
2
2
3

0.85
0.75
0.85
0.80
0.80
1.00

B++
B+
B++
B++
B+
B+

3.67
3.33
3.67
3.67
3.33
3.33

B+
A
B+
A-
A-
A

3.33
4.00
3.33
3.67
3.67
4.00

Average 2.7 0.84 B+lB++ 3.50 3.67

Sources: Standard 8= Poor's Stock Guide and Value Line Investment Survey.

A.
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1

Exhibit (DCP-1 )
Schedule 11

ARIZONA WATER COMPANY
RATING AGENCY RATIOS

ITEM PERCENT
COST
RATE

WEIGHTED
COST

PRE-TAX
COST

Short-Term Debt 4.80% 3.00% 0.14% 0.14%
t

Long-Term Debt 49.35% 6.83% 3.37% 3.37%

Common Equity 45.85% 10.00% 4.58% 7.64% (1)

TOTAL CAPITAL 100.00% 8.10% 11.16%

(1) Post-tax weighted cost divided by .60 (composite tax factor)

Pre-tax coverage 11.16%/(0.14% + 3.37%>
3.17 X

Standard 8< Poor's Utility Benchmark Ratios:

A BBB

Pre-tax coverage (X)
Business Position:

3 2.8x - 3.4x 1.8x - 2.8x

Total Debt to Total Capital (%)
Business Position

3 50% - 55% 55% - 65%

Note: Standard 8< Poor's no longer employs the pre-tax coverage
ratios as one of its qualitative ratings criteria. The above-cited
S&P benchmark ratios reflect the 1999 criteria reported by S&P.



I ll elul ll l II

BEFORE THE ARIZONA CORPORATION COMMISSION

KRISTIN K. MAYES
Chairman

GARY PIERCE
Commissioner

PAUL NEWMAN
Commissioner

SANDRA D. KENNEDY
Commissioner

BOB STUMP
Commissioner

IN THE MATTER OF THE APPLICATIQN OF )
ARIZONA WATER COMPANY, AN ARIZONA )
CORPORATION, FOR A DETERMINATION )
OF THE FAIR VALUE OF ITS UTILITY )
PLANT AND PROPERTY, AND FOR )
ADJUSTMENTS TO ITS RATES AND )
CHARGES FOR UTILITY SERVICE AND )
FOR CERTAIN RELATED APPROVALS )
BASED THEREON )

DOCKET NO. W-01445A-08-0440

SURREBUTTAL

TESTIMONY

DAVID c. PARCELL

ON BEHALF OF

UTILITIES DIVISION STAFF

ARIZONA CORPORATION COMMISSION

AUGUST 07, 2009

EXHIBIT

ma



TABLE OF CONTENTS

INTRODUCTION

GENERAL ISSUES

DR. ZEPP'S "UPDATE oF STAFF TESTIMONY

UPDATE OF STAFF

DCF ISSUES

CAPM ISSUES

COMPARABLE EARNINGS ISSUES



Surrebuttal Testimony of David C. Parnell
Docket No. W-01445A-08-0440
Page 1

1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3 My name is  David C.  Purcell. I  am President  and Senior  Economist  of Technica l

4

5

Associates,  Inc. My business address is Suite 601, 1051 East Cary Street,  Richmond,

Virginia 23219.

6

7 Q-

8

Are you the same David C.  Purcell  who f i led dir ect testimony on beha lf  of  t he

Utilities Division Staff ("Staff") earlier in this proceeding?

9 Yes, I am.

10

11 Q- What is the purpose of your current testimony?

12 My current testimony is surrebuttal testimony to the rebuttal testimony filed in this docket

13 by Arizona Water Company ("Arizona Water" or "Company") witness Thomas M. Zepp.

14

15 Q- How is your surrebuttal testimony organized?

16

17

18

I have organized my surrebuttal testimony to respond to Dr. Zepp's rebuttal testimony in

the same order in which he has prepared his rebuttal.  I have organized my surrebuttal

testimony into the following sections :

19

Z0 0 General Issues,

21 • Dr. Zepp's "Update of Staff Testimony",

22 •

23

24

w e

A.

A.

A.

A..

Discounted Cash Flow ("DCF") Model Issues;

Capital Asset Pricing Model ("CAPM") Issues, and,

Comparable Earnings Issues.

a
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1 GENERAL ISSUES

2 Q- Throughout his testimony, Dr.  Zepp makes claims of the "Staff Approach" and other

references to Commission and Staff precedent. Do you have any response to this?

Yes, I do. Dr. Zepp seems to believe that there are certain methodologies that have been

and should be used in all water  utility rate proceedings before this Commission.  For

example, on page 14, lines 7-20, he refers to this as the "Staff Approach" and implies that

use of these "particular methods and inputs" should be used in thy's and other water utility

cases

10 Q Do you agree with this proposition

No, I do not. I have been providing expert testimony on cost of capital issues since 1972

and I have submitted testimony in over 430 utility proceedings before about 40 regulatory

agencies in the United States and Canada, including Commission Staffs in over ten states

In each jurisdiction where I am retained to provide cost of capital testimony, it  is my

responsibility to present  my own views,  methodologies  and da ta  in developing my

recommendation. It  is my presumption and expectation that I am retained in order to

provide my own experience and expertise to the subj act matter of my testimony

In addit ion,  it  is  my exper ience that  the var ious sta te commissions utilize their  own

discret ion in making findings of the cost  of capita l and return on equity in the ra te

proceedings where decisions are reached. Even though some commissions may favor a

particular  methodology,  such as DCF, there are no prescribed methodology and data

sources that are mandated for use

It is also my perception that the standard for cost of capital determination is the concept of

fair and reasonable rates" and not some mechanistic or foiinulistic exercise. It is also my
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perception that various commissions, including this Commission, make their individual

decisions based upon the record evidence in each particular proceeding

4 Q Have you previously presented testimony before this Commissioning rate proceedings

involving water utilities ?

Yes, I have. i have testified twice this year on behalf of the Utilities Division Staff in

water rate proceedings involving Chaparral City Water Company (Docket No. W

02113A-07-0551) and Arizona-American Water Company (Docket no. W-01303A-08

0227)

11 Q What methodologies and data sources did you use in preparing these two

testimonies?

I used the same methodologies and data sources that I am using in the present proceeding

15 Q Are you aware of any rules or other precedent that requires this Commission to use

any particular methodology or data sources in establishing the fair cost of capital for

water utilities?

No. I am not

20 Q Do you regard your own testimony in this proceeding as challenging or repudiating

the methodologies and/or data used by other Utilit ies Division Staff witnesses in

other past and/or future cases

No, I do not. Any witness, whether on behalf of the Staff or any other Party (including the

applicant), is free to use any method or data sources they choose in developing their

recommendations. The Commission, in tum, can assign any weight it deems proper to any

such methodology
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1 DR. ZEPP'S "UPDATE OF STAFF TESTIMONY

2 Q On pages 13-21,  Dr.  Zepp "Updates" the "Staff Approach" for  the stated purpose of

developing a cost of capital for Arizona Water in this proceeding. Do you regard this

to be a proper estimate of Arizona Water 's cost of capital in this proceeding

No,  I do not.  As I indicated in the previous section,  an exper t  witness is  reta ined to

provide his or her own expertise and judgment. I was not retained to replicate, support, or

criticize any prior Staff witness. Rather, I was retained to provide'my own analyses of the

cost of capital for  Arizona Water.  These are reflected in my recommendations in this

proceeding

11 Q On pages 6-7 and 42-43, Dr. Zepp cites the impact of the current recession on the

cost of capital. Do you have any response to this?

Yes, I do. On page 6, lines 12-14, for example, Dr. Zepp cites "tremendous damage to the

values of financial assets of investors" and implies a nexus between this and a higher cost

of capital for Arizona Water. What Dr. Zepp does not cite is the much lower earnings (if

not negative) of corporations at  this t ime and the implications of this on opportunity

capital costs, a key ingredient in the cost of capital. Lower corporate earnings reflect a

reduction in opportunity capital costs and consequently the cost of capital for utilities such

as Arizona Water. It is unfair,  and inconsistent with regulatory principles, to use the

impacts of a severe recession and the resultant impact on corporate earnings in an attempt

to justify a higher cost of capital for a regulated utility

In addition, an unspecified implication of Dr. Zepp's observations on page 6 is the effect

of  t he cu r r ent  r eces s ion on Ar izona  Wa ter ' s  cus tomer s .  who a lso have endured

tremendous damage to the values of (their) financial assets." Again, Dr. Zepp is using
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the current recession to justify a higher cost of capital for Arizona Water by citing the

same factors that are also negatively impacting its ratepayers

4 Q Dr. Zepp indicates, on page 3, lines 22-24 that he has provided "all update of Staff

testimony from the Chaparral City Water case presented in Fall 2008." What is

your response to this claim?

I believe Dr. Zepp's statement is not factually correct. I was tHe ultimate Staff cost of

capital witness in the cited case. I tiled rebuttal testimony in which I adopted in part and

did not adopt in part, the previously-tiled Staff testimony. At the hearing, my rebuttal

testimony reflected the Staff position in the Chaparral City Water case. I note that I used

the same methodologies and data sources in the Chaparral City Water case that I employ

in the current proceeding. I also note that my recommendation in that case was very

similar to the original filed Staff position, even through different methodologies and data

sources were used. As a result, it actually is my direct testimony in the current case, not

the rebuttal testimony of Dr. Zepp, that is an "update of Staff testimony from the

Chaparral City Water case

18 Q Dr. Zepp maintains, on page 4, lines 12-13, that you have "advocated a number of

techniques designed to bias downward (my) cost of equity estimates." What is your

response to this assertion?

I disagree with this assertion. My "techniques" are designed to develop proper and

meaningful estimates of the cost of equity for Arizona Water, not provide a downward

bias of the Company's cost of capital
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1 Q On pages 7-10, Dr. Zepp indicates his belief that the DCF cost of equity has increased

since his direct testimony was tiled, but he does not rely on the updates to his CAPM

ana lys is ,  because of  the "diff iculty with upda tes  of the CAPM." Wha t  i s  you r

response to this?

I believe Dr. Zepp is inconsistent in his adoption of the updates of the DCF (upward) and

rej section of the updates of the CAPM (downward). It is apparent that the CAPM results

are lower than the DCF results, as well as being lower than CAPM results in recent years

The two reasons for the lower CAPM results are the current relatively low yields on U.S

Treasury bonds (i.e., risk-free rate) and a lower risk premium that reflects the decline in

stock prices in 2008 and early 2009. However, these currently lower CAPM results are

only one-half of the impact of recent economic conditions. The other impact is on the

DCF results which are somewhat higher currently due to the higher yields attributable to

the decline in stock prices resulting from the same factors cited above. It would not be

proper to disregard the lower CAPM results while not discounting the higher DCF results

Stated differently, the same factors that have caused the DCF results to show indicated

increases (i.e., depressed economy and flight to quality) have caused the CAPM results to

show indicated decreases. Dr .  Zepp is  only propos ing to incorpora te the upward

influences (i.e., DCF) and ignore the negative influences (i.e., CAPM)

21 UPDATE OF STAFF

22 Q Dr. Zepp states, on pages 16-20 and 30, that the use of both geometric and arithmetic

gr owt h r a t es  in  your  C AP M r isk p r emium is  impr oper  a nd t ha t  only a r i t hmet ic

growth rates should be used. What is your response to this?

It is apparent that investors have access to both types of returns, and correspondingly use

both types of returns, when they make investment decisions. In fact, it is noteworthy that
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mutual fund investors regularly receive reports on their own funds, as well as prospective

funds they are considering investing in, that show only geometric returns. In addition

Value Line, one of the sources of growth rates used by Dr. Zepp in his DCF analyses

shows growth rates on a compound (i.e., geometric), not on an arithmetic basis. Thus any

investor reviewing Value Line growth rates is doing so on a geometric basis. Based on

this,  I find it  difficult  to accept Dr.  Zepp's posit ion that  only ar ithmetic returns are

considered by investors and, thus, only arithmetic returns are appropriate in a CAPM

context.  I note that I use both ar ithmetic and geometr ic returns.  I provide additional

comments on this point in my direct testimony

11 Q Has the Commission recently made a finding as to whether it is appropriate to use

geometric as well as arithmetic returns in this context?

Yes, it has. In the Decision in the recent UNS Electric case (Docket No. E-04204A-06

0783) the Commiss ion specif ica lly s ta ted (page 43) tha t  i t  agreed with the use of

We agree with the Staff that  it  is  appropriate to

consider the geometric returns in calculating a comparable company CAPM because to do

otherwise would fail to give recognition to the fact that many investors have access to

such information for purposes of making investment decisions

geometric returns in this manner

20 Q On pages 21-22, Dr. Zepp criticizes your samples of water utilities. What is your

response to this"

I disagree with Dr, Zepp's criticisms. Not only did I develop my own proxy groups, I also

used the proxy group he used in his  tes t imony. As a  result ,  my conclusions  and

recommendations also incorporate the results of the proxy group used by Dr. Zepp
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1 DCF ISSUES

2 Q- Dr. Zepp disagrees with your DCF yield estimate.  What is your response to this?

3 I use the following DCF projected yield:

4

1 1Ye a P . ' ` 95

6

7

8

This methodology recognizes the fact that dividends are expected to increase during the

next year and correspondingly reflects the dividends to be paid during the next year.

9

10 Dr. Zepp's proposed DCF projected yield is:

11

Tifie ld
12

13

14

15

DI Br_ Q?" __
P p

His methodology assumes that any increase in dividends occurs at the beginning Of the

next year. I believe that is incorrect since it does not recognize the actual workings of

dividend increases and over-states the expected dividends and thus the yield.

16

17 Q.

18

On pages 25-26, Dr. Zepp claims your DCF model "waters down" growth estimates.

What is your response to this?

19

20

As I indica ted in my direct  test imony (pages l8-l9),  I  used a  var iety of growth ra te

indicators because investors have access to, and presumably use, multiple growth rate

21 indicators in making investment decisions.

22

23

24

25

26

A.

A.

I also noted in my direct testimony (pages 33-36) why it is improper to rely exclusively on

analysts' forecasts of Earnings Per Share ("EPS") in a DCF model. This is especially true

in the current unsettled economic environment, which makes forecasts of EPS problematic

at best and of dubious benefit to investors. I note that this time a year ago very few, if



Surrebuttal Testimony of David C. Parcel]
Docket No. W-01445A-08-0440
Page 9

any, analysts predicted the decline in corporate earnings and stock prices that actually

occurred. Investors are cognizant of the past poor performance of analysts' forecasts and

this factors into their likelihood of exclusive reliance on them in rnaldng their investment

decisions

6 Q On page 27 and Rebuttal Table 12, Dr.  Zepp claims he has performed a "restatement

of (your) DCF analysis".  What is your response to this"

Essentially what Dr. Zepp is doing here is substituting his own DCF inputs in the place of

my inputs. It is thus a restatement of his position, which I have indicated to be incorrect

11 CAPM ISSUES

12 Q On page 30, Dr. Zepp criticizes your use of geometric means in your CAPM. What is

your response to this?

In a previous section,  I noted why my use of both geometric and arit lnnetic means is

appropriate. I note that I use both in my CAPM analyses, just as an informed investor

would likely rely on both in making investment decisions

18 Q Dr. Zepp also states his belief, on pages 30-31, that your CAPM risk premium should

have focused on income returns on bonds. What is your response to this"

I believe Dr. Zepp is inconsistent in his use of returns for stocks and bonds. For stocks he

uses total returns (dividends plus capital gains/losses) whereas for bonds he uses income

returns (interest only). The exclusion of capital gains in the bond renirns has the impact of

reducing the value of bond returns and thus increasing the risk premium. This is improper

and overstates the risk premium he derives
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1 COMPARABLE EARNINGS ISSUES

2 Q Dr. Zepp states, on page 33, that he has four "responses" to your comparable

earnings analysis. His first "response" is his claim that the Commission has

rejected" the use of comparable earnings. To your knowledge, has the Commission

rejected your use of comparable earnings in the cases you have testified in recent

years

To my knowledge, the Commission has not raj acted my comparable earnings analysis

9 Q Dr. Zepp's second "response" to your comparable earnings analysis is that  you

apparently are unaware of regulatory requirements 'm Arizona that use fair value
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1 Q

2

3

What is Dr. Zepp's fourth "response""

Dr. Zepp claims, on pages 36-37 and Rebuttal Table 15, that the required return for water

utilities is higher than in the past. However, this claim is actually an attempt to develop a

4 risk premium.

5

6

7

8

9

10

His Rebuttal Table 15 computes Dr. Zepp's version of a CAPM for water samples (line 7)

for two periods, which he then compares to earned returns. How'ever, his CAPM results

are excessive, as is evidenced by his market risk premiums that are based upon an implied

9.08 percent risk premium for the S&P 500 group. As I demonstrate in my direct

testimony, historic market risk premiums for the S&P 500 have been 5.6 percent or less.

l l

12 Q-

13

Are there any instances in which Dr. Zepp is inconsistent in his perception of this

Commission's "precedent"?

14

15

16

17

18

19

20

Yes. Dr. Zepp repeatedly cites prior Staff testimony as his perception of "precedent" As

I have previously stated, any past or present Staff cost of capital witness has the

opportunity to express their views and develop cost of capital estimates using the

methodologies and data that they believe is conceptually correct. The Commission, in

tum, can and does make cost of capital findings based on the record in individual

proceedings. On the other hand, on page 41, Dr. Zepp is unwilling to concede that the

Commission has previously found that Arizona Water does not face greater risks than

21 water sample groups.

22

23 Q- Does this conclude your prepared surrebutta l  testimony?

24 A.

A.

A.

Yes, it does.


